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SHAREHOLDER LETTER

Turning to other 2006 portfolio iniriatives:

We reflagged and completed $3.0 million in renovations at our Crowne Plaza Jacksonville Riverfront Hotel, While petformance

for the year reflected the stress of extensive renovations coupled with a brand change we are enthusiastic about prospects for this
repositioned asset going forward,

Planning for the Hilton Wilmington Riverside’s 2007 renovation actually began in late 2006. The hotel experienced sound rop line
growth for the year, And we have extended our franchise with Hilton unril 2018,

The Hilton Philadelphia Airport profited from an ambitious 2005 renovation, achieving a significant increase in ADR in 2006, and
remains our top-performing asset.

‘The Hilton Savannah DeSoto continued to perform at a high level for the year, albeit with slightdly slowing top line growth due to
addidonal Hilton branded product in the marker,

Following thorough renovations and a rebranding in 2005, che Holiday Inn Laurel completed its first full year of operations in 2006
and performance is well in line with our expectarions.

With strong improvements in RevPAR and operating margins, the Holiday Inn Brownstone Hotel & Conference Center in Raleigh
performed at its highest level ever in 2006.

Building Momentum

We continue to source attractive lodging acquisition opportunities, although cap rates remain low and prices very high in this overheared
market. We believe the industry has reached a platcau. The pace of growth is slowing, and demand and supply are nearly in balance,
although there is sufficient new building planning activiry 1o expect a continued increase in mid-term supply. Within this environment
we are maintining a disciplined and highly selective investment strategy while we await more attractive pricing. We continue to consider
alternative noncore investments and other opportunities that meet our return criteria.

Looking ahead we have established the following goals to drive continued growth and to build value for shareholders.
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In terms of performance we have raised FFO guidance argets for 2007. We also reaffirm our commitment to pay an above markert
dividend.

Regarding portfolio initiarives, we will continue to source well-located underperforming hotel assets, while maintaining a disciplined
investment approach. [n 2007 we plan to acquire two or more hotel properties. And we will continue repositioning our core assets.
In order to further enhance our financial capacity and to create a fee income stream, we intend to complete a joint venture with a
private equity partner. We also will refinance the company’s fixed rate debr to lower interest expense.

In 2006 we put imporcant building blocks in place for future growth. We bolstered management and financial resources, and we continued
to implement creative repositioning strategies at our assets. Tn our second full year as a public company we delivered solid performance
results. And since our IPO in December 2004 we have achieved significant growth. Room sales and total sales were over 40% greater in
2006 than 2004. RevPAR has increased over 19% during chac time frame. And since 2004 the marker value of our assets has doubled and
the equity in the company has grown by §0%.

We believe we are well-positioned for continued and accelerating growth. And as managers of our shareholders’ capital we remain
committed to building long-term value. We pursue this endeavor being mindful of the original cornerstones of our company: hospiraliry,

value and opportunity. On behalf of our senior management team, 1 want to thank our shareholders, Board of Directors, and
employees for their continued support. We look forward to another successful year in 2007.

Sincerely,

Andrew M. Sims
Chairman and CEQ

MHI Hospitality Corporation




I ‘ Building Blocks to Growth
To Our Sharcholders:

o : We completed a productive second year as a public
company in 2006. Of greater significance is that 2007 marks the 50ch
anniversary of my family’s entry into the hospitality industry. The
cornerstones of our company — service, value and opportunity — have
their roots in a small 12-room motel purchased by my father, Edgar

Sims, in the Aourishing Washington, DC suburbs in 1957. The successor entity

to that first small hotel, MHI Hospitality Corporation, owns a portfolio of hotels

in well-located markets. With ownership of approximately $225.0 million in real

estate assets our focus remains the same as 50 years ago: to provide hospitality to our customers, to build value
for our investors, and to identify opportunities for company growth.

[n 2006 we put the building blocks in place to accommodate future growth:
* We expanded management resources externally and internatly;

* We substantially increased our financial capacity; and

* We achieved milestones in portfolio repositioning and performance.

During the year we forged an alliance with hotel management company Coakley & Williams which provides access to additional
management resources and an independent operator with a long history of hospirality industry experience. In 2006 we also added Chief
Operating Officer David Folsom ta our team. Dave’s transactional and capital markers expertise round out our team’s strong skill sets
and are of value as we seck to execute our growth strategy.

During the year we also increased our credit line to $60 from $23 million, and we augmented our existing banking relationship with
BB&T with the addition of threc financial institutions, KeyBank, Regions and M&T Bank, creating a well-rounded consortium of
banks for the company.

[ am very pleased to report that our research coverage expanded in 2006 with the addition of analysts from Robert W. Baird and Hilliard
Lyons, joining BB&T and Ferris Baker Watts in our coverage universe.

2006 Performance

"The company delivered strong  performance in 2006, generating increases of 21.7% in total revenue. 32% in net income, and 18.9% in
Funds from Operations (FFO). We also achieved our ¢ighth consecutive quarter-over-quarter increases in RevPAR and ADR, with gains
of 6.5% and 7.6%, respectively. In 2006 we delivered a total return to investors of 11% and a dividend yield of 6.9%. Our dividend
vield remains one of the highest in the REIT hospitality sector.

Portfolio Positioning

[n 2006 we enhanced our real estate platform with a key acquisition and other initiatives to build growth and long-term value. With
the purchase of a 186-room hotel in the Louisville, Kentucky market for $7.7 million, we increased our portfolio to seven hotel assets in
seven well-located markets. I am also pleased to report that we executed our first franchise license with Starwood Hotels and Resorts for
this property. The horel will be branded as the Sheraton Louisville Riverside Hotel and is currently the only Starwooed branded product
in chis market. Our Louisville asset is undergoing extensive repositioning and is expected to open as an upper upscale hotel in the first
quarter of 2008,

We sourced additional hotel investment opportunities during the year and submitted offers to acquire 14 hotels with a total value
in excess of $400 million. Following extensive due diligence and in line with the company’s rigorous underwriting standards, when
it became clear that the price to acquire thesc assets was no longer accretive, and therefore no longer in the best interests of the
shareholders, we elected not to pursue.

In 2006 we engaged in a variety of reposirioning initiatives portfolio-wide. One I would like to highlight is a hotel condominium
conversion project at the full service Crowne Plaza Sian Resort. The flagging of this resort with the Crowne Plaza brand is the first time
Intercontinental Hotels Group has entered into a condominium hotel franchise project in the U.S. with a third-party operator. The 310
hotel condominium units will be individually owned and our affiliated management group, MHI Hotels Services, will operate the hotel
and a rental program for unit owners electing to participate. We plan to purchase the resort common space upon project completion.
And we have executed an agreement with the developer to acquire up to 100 of the condominium units. We anticipate commencing
operations this spring ar this resort.
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CAUTIONARY STATEMENT REGARDING FORWARD-LOOKING STATEMENTS

Information included and incorporated by reference in this Form 10-K may contain forward-looking
statements within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities
Exchange Act of 1934, and as such may involve known and unknown risks, uncertainties and other factors which
may cause our actual results, performance or achievements to be materiaily different from future results,
performance or achievements expressed or implied by such forward-looking statements. Forward-looking
statements, which are based on certain assumptions and describe our future plans, strategies and expectations, are
generally identified by our use of words, such as “intend,” “plan,” “may,” “should,” “will,” “project,” “estimate,”
“anticipate,” “believe,” “expect,” “continue,” “potential,” “opportunity,” and similar expressions, whether in the
negative or affirmative. All statements regarding our expected financial position, business and financing plans
are forward-looking statements. Factors, which could have a material adverse effect on our operations and future
prospects, include, but are not limited to;
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*  United States economic conditions generally and the real estatec market specifically;
= management and performance of our hotels;

» our plans for renovation of our hotels;

» our financing plans;

»  supply and demand for hotel rooms in our current and proposed market areas;

«  our ability to acquire additional properties and the risk that potential acquisitions may not perform in
accordance with expectations;

+ legislative/regulatory changes, including changes to laws governing taxation of real estate investment
trusts; and

*  our competition.

Additional factors that could cause actual results to vary from our forward-looking statements are set forth
under the Section titled “Risk Factors” in Item 1A of this report.

These risks and uncertainties should be considered in evaluating any forward-looking statement contained in
this report or incorporated by reference herein. All forward-looking statements speak only as of the date of this
report or, in the case of any document incorporated by reference, the date of that document. All subsequent
written and oral forward-looking statements attributable to us or any person acting on our behalf are qualified by
the cautionary statements in this section. We undertake no obligation to update or publicly release any revisions
to forward-looking statements to reflect events, circumstances or changes in expectations after the date of this
report.




PART 1

Item 1. Business

Organization

MHI Hospitality Corporation (the “Company™} is a self-advised real estate investment trust (“REIT”) that
was formed in August 2004 to own and manage a portfolio of full-service upper up-scale, up-scale and mid-scale
hotels located in primary and secondary markets in the Mid-Atlantic, Midwest and Southeastern United States.
On December 21, 2004, we successfully completed our initial public offering and elected to be treated as a self-
advised real estate investment trust (“REIT”) for federal income tax purposes. We conduct our business through
MHI Hospitality, L.P., our operating partnership, of which we are the general partner. Our Company owns
approximately 64.9% of the partnership units in our operating partnership. Limited partners (including our
officers and certain of our directors) own the remaining operating partnership units,

As of March 15, 2007, our portfolio consists of six full-service upper up-scale and mid-scale hotels with
1,537 rooms, which operate under well-known brands such as Hilton, Crowne Plaza and Holiday Inn and a
186-room full-service upper up-scale hotel, which is closed undergoing extensive renovations. We also own
leasehold interests in the commercial spaces of the Shell Island Resort, a condominium resort property.

Qur initial public offering consisted of the sale of 6,000,000 shares of common stock at a price of $10.00 per
share resulting in gross proceeds of $60.0 million and net proceeds (after deducting underwriting discounts and
offering expenses) of approximately $54.8 miltion. On January 19, 2005, the Company sold an additional
700,000 shares of common stock at a price of $9.30 per share, net of the underwriting discount, as a result of the
exercise of the underwriter’s over-allotment option, resulting in additional net proceeds of approximately
$6.5 million. The total net proceeds from the initial public offering and the exercise of the underwriter’s over-
allotment option were approximately $61.3 million.

In order for us to qualify as a REIT, we cannot directly manage or operate our hotels. Therefore, our hotel
properties are leased to MHI Hospitality TRS, LLC, our TRS Lessee, which in turn has engaged MHI Hotels
Services, LLC (“MHI Hotels Services”), an eligible independent management company, to manage our hotels.
Our TRS Lessee is a wholly owned subsidiary of MHI Hospitality TRS Holding, Inc. (“MHI Holding”, and
collectively, “MHI TRS”). MHI TRS is a taxable REIT subsidiary for federal income tax purposes.

Our corporate office is located at 4801 Courthouse Street, Suite 201, Williamsburg, Virginia 23188. Our
telephone number is (757) 229-5648,

Our Properties

In connection with our initial public offering, the Company acquired six hotel properties for aggregate
consideration of approximately $15.0 million in cash, 3,817,036 units of interest in our operating partnership and
the assumption of approximately $50.8 million in debt. The six initial hotel properties, the Hilton Philadelphia
Airport, the Holiday Inn Brownstone, the Holiday Inn Downtown Williamsburg, the Hilton Wilmington
Riverside, the Hilton Savannah DeSoto and the Holiday Inn Laurel West (formerly the Best Western Maryland
[nn}, are located in Pennsylvania, Maryland, Georgia, Virginia and North Carolina. On July 22, 2003, we
acquired our seventh hotel, the Crowne Plaza Jacksonville (formerly, the Hilton Jacksonville Riverfront) located
in Jacksonville, Florida, for $22.0 million.

During 2006, we sold the Holiday Inn Downtown Williamsburg for $4.75 million. We also purchased the
Louisville Ramada Riverfront Inn located in Jeffersonville, Indiana for approximately $7.7 million including
transfer costs and are conducting extensive renovations with plans to re-open the property in early 2008 as the
Sheraton Louisville Riverside.

The Company also owns two leasehold interests in the Shell Island Resort, a 160-unit condominivm resort
property in Wrightsville Beach, North Carolina, which were purchased for $3.5 million with the proceeds of the
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initial public offering. Our operating partnership entered into sublease arrangements to sublease our entire
leasehold interests in the property at Shell Island to affiliates of our management company. The management
compuny operates the property as a hotel and manages a rental program for the benefit of the condominium unit
owners. Our operating partnership receives fixed annual rent and incurs annual lease expenses in connection with
the subleases of such property.

Sce Item 2 of this Form 10-K for additional detail on our properties.

Our Strategy

We intend to enhance stockholder value by pursuing attractive lodging investments, whereby we can
achieve superior risk-adjusted returns. Our core “turnaround” growth strategy involves purchasing, renovating
and up-branding under-performing, full-service hotels. We believe that under-performing hotels that are poorly
managed, that suffer from significant deferred maintenance and capital improvement, and that are not properly
positioned in their respective markets can be acquired at attractive prices—well below the cost of new
construction or performing hotels. By acquiring such properties, we believe we can create significant value and
superior, risk-udjusted returns.

fnvestment Strategy. We intend to focus our investment activities on the following types of opportunities
that involve the acquisition, renovation and up-branding of under-performing or functionally obsolete hotels with
the goal of achieving a total invesument that is substantially less than replacement cost of a hotel or the
acquisition cost of a market performing hotel:

Deep Turn Opportunity: The acquisition of a hotel that is closed or functionally obsolete and requires a
restructuring of both the business components of the operations as well as the physical plant of the hotel,
including extensive renovation of the building, furniture, fixtures and equipment.

+  Shallow Turn Opportunity: The acquisition of an under-performing but structurally sound hotel that
requires moderate renovation to re-establish the hotel in its market.

+  Up-branding Opportunity: The acquisition of properties that can be upgraded physically and enhanced
operationally to qualify for what we view as higher quality franchise brands including Hilton,
Doubletree, Crowne Plaza, Holiday Inn, Westin, Sheraton and Intercontinental. We refer to this as our
up-branding strategy. This up-branding strategy may also be a component of our deep and shallow tun
opportunities described above.

By pursuing deep and shallow turn opportunities and implementing our up-branding strategy, we hope to
improve revenuce and cash flow and increase the long-term value of the hotels we acquire.

Acquisition Strategy. The acquisition strategy for our portfolio focuses on the pursuit of opportunities that
(i) are in identified geographic “growth” markets, (ii) represent full-service mid-scale to upper upscale hotel
properties, and (c) have significant barriers to entry for new product delivery. Our acquisition strategy is further
detailed below:

+  Geographic “Growth Markets™: We focus on the Southeastern United States and Mid-Atlantic regions.
Our management team has a long history of operating in these geographic markets and remains
confident in the long-term growth potential associated with this part of the United States. These markets
are characterized by population growth, economic expansion, growth in new businesses, and growth in
the resort, recreation. and leisure segments. We will continue to focus on these markets and will
investigate other markets for acquisition objectives if we believe new markets provide the same long-
terim growth prospects. We will also review other opportunities in selected markets in close proximity to
the Southeastern and Mid-Atlantic regions of the United States and may expand to markets outside these
regions if a portfolio of properties is acquired and includes properties outside the Southeastern and
Mid-Atlantic regions,




Full-Service Hotels: We focus our acquisition strategy on the full-service hotel segment. Our full-
service hotels fall under the mid-scale to upper up-scale categories, as characterized by such brands as
Hilton, Crowne Plaza and Holiday Inn. We do not own economy branded hotels. Full-service hotels,
with mid-scale to upper up-scale brands, that have successfully benefited from our turnaround strategy,
offer our investors the highest quality returns on invested capital.

Barriers to Entry: We focus on hotels in prime locations that carry barriers to entry to new hotels. Our
acquisition strategy focuses on geographic brand management. We hope to ensure that our acquisitions
will benefit from the licensing of brands that provide us with certain exclusive rights which protect the
value of our acquisition by prohibiting or limiting the licensing of the same brand and or other brands
that use the same reservation systems.

Investment Vehicles. In pursuit of our investent strategy we will employ various traditional and
non-traditional investment vehictes:

Direct Purchase Opportunity: Our traditional investment strategy is to acquire direct ownership interests
in properties that meet our investment criteria, including opportunities that involve full-service
mid-scale to upper up-scale properties in identified geographic “growth” markets that have significant
barriers to entry for new product delivery. Such properties may or may not be acquired subject to a
mortgage by the seller or third-party.

Condominium Investment Opportunity: We may also identify opportunities to acquire an interest in an
operating or under-performing hotel or apartment asset that is being converted to a condominium hotel.
Such an investment may involve one or more developers who would renovate the property, complete a
condominium conversion, and sell the condominium units, after which we, through an affiliate, would
purchase the commercial spaces and operate them as a hotel. Such an investment is an extension of our
up-branding strategy whereby we would retain the services of MHI Hotels Services, our management
company, to operate the hotel and manage the rental units, and would seek a well-known national hotel
franchise. During the third quarter of 2005, we entered intc a purchase and sale contract with MCZ/
Centrum Florida VI QOwner, L.L.C. to purchase an interest in a hotel condeminium property in
Hollywood, Florida. We entered into a license agreement with Intercontinental Hotels Group to brand
the hotel as a Crowne Plaza. We expect the renovation of this property to be completed in the second
quarter of 2007. The close of this transaction is contingent on a variety of factors.

Distressed Debt Opportunities: In sourcing acquisitions for our core turnaround growth strategy, we
may pursue investments in debt instruments that are collateralized by under-performing hotel properties.
In certain circumstances, we believe that owning these debt instruments is a way to (i} ultimately
acquire the underlying real estate asset and (ii) provide a non-dilutive current return to our stockholders
in the form of interest payments derived from the ownership of the debt. Qur principal goal in pursuing
distressed debt opportunities is ultimately to acquire the underlying real estate. By owning the debt, we
believe that we may be in a position to acquire deeds to properties that fit our investment criteria in lieu
of foreclosures.

Joint Venture/Mezzanine Lending Opportunities: We may, from time to time, undertake a significant
renovation and rehabilitation project that we characterize as a “Deep Turn Opportunity”. In such cases,
we may acquire a functionally obsolete hotel whose renovation may be very lengthy and require
significant capital. In these projects, we may choose to structure such acquisitions in a joint venture, or
mezzanine lending program, in order to avoid severe short-term dilution and loss of current income
commonly referred to as the “negative carry” associated with such extensive renovation programs. We
will not pursue joint venture or mezzanine programs in which we would become a “de facto” lender to
the real estate community.

Portfolio Management Strategy. Our core strategy for our portfolio is intended to create value for
stockholders by renovating, rehabilitating, repositioning, and up-branding hotel properties. Once these assets
have benefited from this “turnaround” strategy, they become part of our core portfolio. We believe we can
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optimize performance within the portfolio by superior management practices and by timely and recurring capital
expenditures to maintain and enhance the physical property.

In addition, we will seek to leverage our portfolio management expertise by investing in portfolios of hotel
propertics together with institutional investors with whom we would enter into a joint venture. We expect that
our investment into any such venture will not exceed 25% of the equity of such entity. Such portfolios may or
may not include properties that fit with our acquisition strategy. However, we believe the portfolio management
fee that such an arrangement would generate together with returns from well-positioned and well-managed
properties offers the prospect of additional value and superior, risk-adjusted returns for our stockholders.

We have engaged MHI Hotels Services, an eligible independent management company, o operate our
hotels. MHI Hotels Services and its predecessors have been in continuous operation since 1957. By using MHI
Hotels Services as our manager, we can capitalize on their extensive experience to seek above-average operating
results. MHI Hotels Services operates in markets where we have had a presence for many years and its operations
are driven by a focused sales, marketing and food and beverage strategy that is critical to the success of a full-
service hotel.

We have also executed a strategic alliance agreement with Coakley & Williams Hotel Management
Company (“Coakley Williams”) under which Coakley Williams has agreed to provide us with the opportunity to
consider, on a non-exclusive basis, investment opportunities originated by Coakley Williams that align with our
acquisition strategy. The alliance gives us increased access to acquisition and development prospects, while
offering Coakley Williams the first right to manage hotel properties submitted to us, which we acquire.

Asset Disposition Strategy. When a property no longer fits with our investment objectives, we will pursue
traditional and non-traditional means of disposal:

«  Direct Sale: Most commonly we will dispose of properties through a direct sale of the property for cash
so that our investment capital can be redeployed according to the investment strategies outlined above.

»  Performing Hotel Opportunity/Capital Recycling: In certain circumstances, we may sell an existing
hote] asset and replace such assets with a performing hotel that may not otherwise meet our traditional
investment criteria. Under this asset disposition strategy, we will seek to purchase a performing hotel in
connection with the requirements of a tax-free exchange. Such a strategy may be deployed in order to
mitigate the tax consequences to the Company that a direct sale might cause. We may target for
acquisition a performing hotel that, traditionally, is a hotel operating at or above market fair share in
order to execute a tax-free exchange. In the event we elect to purchase a performing hotel, we would
seek to maintain a positive contribution to our earnings.

Our Principal Agreements
Strategic Alliance Agreement

MHI Hotels Services is currently the management company for each of our hotels and our leased
condominium resort property.

On December 21, 2004, we entered into a ten-year strategic alliance agreement with MHI Hotels Services
pursuant to which (i) MHI Hotels Services agrees to refer to us (on an exclusive basis) hotel acquisition
opportunities in the United States presented to MHI Hotel Services, and (ii) unless a majority of our independent
directors in good faith concludes for valid business reasons that another management company should manage a
hote! owned by us, we agree to offer MHI Hotels Services or its subsidiaries the right to manage hotel properties
that we acquire in the United States.

In addition, during the term of the agreement, MHI Hotels Services has the right to nominate one person for
election 1o our board of directors at our annual meeting of stockholders, subject to the approval of such nominee
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by our Nominating, Corporate Governance and Compensation Committee for so long as certain of our officers
and directors, Andrew Sims, Kim Sims, and Christopher Sims, and their families and affiliates, hold, in the
aggregate, not less than 1.5 million units or shares of our common stock.

Lease Agreements

In order for us to qualify as a REIT, neither our company nor the operating partnership or its subsidiaries
can operate our hotels directly. Our hotels are leased to our TRS Lessee, which has engaged MHI Hotels Services
to manage the hotels. Each lease for the hotels will have a non-cancelable term of five years, subject to earlier
termination upen the occurrence of certain contingencies described in the lease.

During the term of each lease, the TRS Lessee will be obligated to pay a fixed annual base rent plus a
percentage rent and certain other additional charges. Base rent will accrue and be paid monthly. Percentage rent
is calculated by multiplying fixed percentages by gross room revenues, in excess of certain threshold amounts
and other revenues for gach of the initial hotels and will be paid quarterly.

Management Agreement

Pursuant to the terms of a management agreement, we, throngh our TRS Lessee, have engaged MHI Hotels
Services as the property manager for our existing hotel portfolio. Except as described below, we intend to offer
MHI Hotels Services the opportunity to manage any future hotels that we lease to our TRS Lessee and have
already engaged MHI Hotels Services as the property manager of the Sheraton Louisville Riverside which we
anticipate will re-open early 2008.

In September 2006 we executed a strategic alliance agreement with Coakley Williams under which Coakley
Williams will provide us with non-exclusive investment opportunities originated by Coakley Williams that align
with our acquisition strategy. Coakley Williams will have the first right to manage any properties we acquire as a
result of this arrangement.

Term

The managemeni agreement with MHI Hotels Services has an initial term of 10 years for each of the initial
hotels and a term of 10 years for each hotel acquired subsequent to our initial public offering. The term of the
management agreement with respect to each hotel may be renewed by MHI Hotels Services, upon the mutual
agreement of MHI Hotels Services and our TRS lessee, subject o the satisfaction of certain performance tests,
for two successive periods of five years each, provided that at the time the option to renew is exercised. MHI
Hotels Services is not then in default under the management agreement. If at the time of the exercise of any
renewal period MHI Hotels Services is in default, then the exercise of the renewal option will be conditional on
timely cure of such default. and if such default is not timely cured, then our TRS Lessee may terminate the
management agreement. If MHI Hotels Services desires 10 exercise any option to renew, it must give our TRS
Lessee written notice of its election to renew the management agreement no less than 90 days before the
expiration of the then current term of the management agreement,

Any amendment, supplement or modification of the management agreement must be in writing signed by all
parties and approved by a majority of our independent directors.

Amounts Payable under the Management Agreements

MHI Hotels Services receives a base management fee, and if the hotels exceed certain financial thresholds,
an additional incentive management fee for the management of our hotels.
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The base management fee for each of our initial hotels and for any subsequently acquired hotels will be a
percentage of the gross revenues of the hotel and will be due monthly. The applicable percentage of gross
revenue for the base management fee for each of our hotels is as follows:

Hotel Properties

2005 2006 2007 2008

Holiday Inn Downtown Williamsburg . ...... ... ... ... .. ... 20% 2.5% N/A N/A
Hilton Savannah DeSoto . ... ... i 20% 2.5% 3.0% 3.0%
Hilton Wilmington Riverside . ............ ... .. ... ..t 20% 25% 3.0% 3.0%
Hilton Philadelphia Airport . .. .. ... ... . o 20% 25% 3.0% 3.0%
Holiday Inn Laurel West ............ooi it 20% 2.5% 3.0% 30%
Holiday Inn Brownstone . ............ ... .. ..o .. 20% 25% 3.0% 3.0%
Crowne Plaza Jacksonville ........... .. ... .. ... it 20% 20% 25% 3.0%
Sheraton Louisville Riverside!") (substituted for the Holiday Inn

Downtown Williamsburg) .. ...... .. ... . i N/A 25% 30% 3.0%

(1) The property is anticipated to re-open as the Sheraton Louisville Riverside in early 2008,

The base management fee for a future hotel first leased other than on the first day of the fiscal year will be
2.0% for the partial year such hotel is first leased and for the first full fiscal year such hotel is managed. There is
no fee cap on the base management {ee.

Subsequently Acquired Hotel Properties

First full calendar year and any partial calendar year . ......... ... .. .. . ... .. 2.0%
Second calendar year .. ... e e 2.5%
Third calendar year and thereafter ... ... ... . . . .. .. 3.0%

The incentive management fee. if any, will be due annually in arrears within 90 days of the end of the fiscal
year and will be equal to 10% of the amount by which the gross operating profit of the hotels on an aggregate
basis for a given year exceeds the gross operating profit for the same hotels, on an aggregate basis, for the prior
year. The incentive fee may not exceed 0.25% of the aggregate gross revenue of all of the hotels included in the
incentive fee calculation for the year in which the incentive fee is earned. The calculation of the incentive fee will
not include results of hotels for the fiscal year in which they are initially leased, or for the fiscal year in which
they are sold, and newly acquired or leased hotels will be included in the culculation beginning in the second full
year such hotel is managed. In fiscal year 2006, all of our properties qualified for inclusion in the incentive
management {ee caleulation with the exception of the Holiday Inn Downtown Williamsburg and the Crowne
Plaza Jacksonville. In fiscal year 2003, all of our properties qualifted for inclusion in the incentive management
fee calculation with the exception of the Holiday Inn Laurel West and the Crowne Plaza Jacksonville.

Early Termination

The management agreement may be terminated with respect to one or more of the hotels earlier than the
stated term, if certain events occur, including:

+ asale of a hotel or the substitution of a newly acquired hotel for an existing hotel:

+ the failure of MHI Hotels Services to satisfy certain performance standards with respect to any of the
future hotels or with respect to the six initial hotels after the expiration of the initial 10-year term;

= in the event of a casualty to, condemnation of, or force majeure involving a hotel;

» or upon a default by MHI Hotels Services or us that is not cured prior to the expiration of any applicable
cure periods.




Termination Fees

In certain cases of early termination of the management agreement with respect to one or more of the hotels,
we must pay MHI Hotels Services a termination fee, plus any amounts otherwise due to MHI Hotels Services
pursuant to the terms of the management agreement. We will be obligated to pay termination fees in such
circumstances provided that MHI Hotels Services is not then in default, subject to certain cure and grace periods.

New Acquisitions; Strategic Alliance Agreement

Pursuant to the strategic alliance agreement with MHI Hotels Services, we have agreed to engage MHI
Hotels Services for the management of any future hotels unless a majority of our independent directors in good
faith concludes, for valid business reasons, that another management company should manage these hotels, If the
management agreement terminates as to all of the hotels covered in connection with a default under the
management agreement, the strategic alliance agreement will also terminate.

Franchise Agreements

Our hotels operate under franchise licenses from national hotel companies.

We anticipate that most of the additional hotels we acquire will be operated under franchise licenses. We
believe that the public’s perception of quality associated with a franchisor is an important feature in the operation
of a hotel. Franchisors provide a variety of benefits for franchisees, which include natjonal advertising, publicity

and other marketing programs designed to increase brand awareness, training of personnel, continuous review of
quality standards and centralized reservation systems.

Our TRS Lessee holds the franchise licenses for our hotels. MHI Hotels Services must operate each of our
hotels it manages in accordance with and pursuant to the terms of the franchise agreement for the hotel.

The franchise licenses generally specify certain management, operational, record keeping, accounting,
reporting and marketing standards and procedures with which the franchisee must comply. Under the franchise
licenses, the franchisee must comply with the franchisors’ standards and requirements with respect to:

* training of operational personnel;

« safety;

* maintaining specified insurance;

*  the types of services and products ancillary to guest room services that may be provided;

« display of signage;

*  marketing techniques including print media, biltboards, and promotions standards; and

* thetype, quality and age of furniture, fixtures and equipment included in guest rooms, lobbies and other

<ommon areas.

Additionally, as the franchisee, our TRS Lessee will be required to pay the franchise fees described below.,
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The following table sets forth certain information for the franchise licenses of our hotel properties:

Marketing/Reservation Expiration

Franchise Fee'l Feet? Date
Hilton Philadelphia Airport ................. 5.0% 3.5% 11/30/14
Holiday Inn Brownstone .. .................. 5.0% 2.5% 03/10/11
Hilton Wilmington Riverside ................ 5.0% 3.5% 03/31/18
Hilton Savannah DeSoto. .............. ... .. 5.0% 3.5% 06/30/08
Crowne Plaza Jacksonville ... ............... 5.0% 3.5% 04/01/16
Holiday Inn Laurel West . .................. 5.0% 2.5% 10/05/16
Sheraton Louisville Riverside@® ., ........... 5.0% 3.5% @

—_—

Percentage of room revenues payable to the franchisor.

2 A 15-year Sheraton license agreement has been approved for the Sheraton Louisville Riverside. A capital
improvement plan mandated by Sheraton is scheduled for completion in the first quarter 2008 at which time
the property will begin to operate as a Sheraton.

Tax Status

We have elected to be taxed as a REIT under Sections 856 through 860 of the Internal Revenue Code. To
maintain our qualification as a REIT, we must meet a number of organizational and operational requirements,
including a requirement that we currently distribute at least 90% of our taxable income {excluding net capital
gains) to our stockholders. It is our current intention to adhere to these requirements and maintain our
qualification for taxation as a REIT. As a REIT, we generally will not be subject to federal corporate income tax
on that portion of our net income that is distributed to stockholders. If we fail to qualify for taxation as a REIT in
any taxable year, and no relief provision applies, we will be subject to federal income taxes at regular corporate
rates (including any applicable alternative minimum tax) and we would be disqualified from re-electing treatment
as a REIT until the fifth calendar year after the year in which we failed to qualify as a REIT. Even if we qualify
for taxation as a REIT, we may be subject to certain state and local taxes on our income and property, and to
federal income and excise taxes on our undistributed taxable income. In addition, taxable income from non-REIT
activities managed through taxable REIT subsidiaries is subject to federal, state and local income taxes.

Environmental Matters

In connection with the ownership and operation of the hotels, we are subject to various federal, state and
local laws, ordinances and regulations relating to environmental protection. Under these laws, a current or
previous owner or operator of real estate may be liable for the costs of removal or remediation of certain
hazardous or toxic substances on, under, or in such property. Such laws often impose liability without regard to
whether the owner or operator knew of, or was responsible for, the presence of hazardous or toxic substances. In
addition, the presence of contamination from hazardous or toxic substances, or the failure to remediate such
contaminated property properly, may adversely affect the owner's ability to borrow using such property as
collateral. Furthermore, a person who arranges for the disposal or treatment of a hazardous or toxic substance at a
property owned by another, or who transports such substance to or from such property, may be liable for the
costs of removal or remediation of such substance released into the environment at the dispoesal or treatment
facility. The costs of remediation or removal of such substances may be substantial, and the presence of such
substances may adversely affect the owner’s ability to sell such real estate or to borrow using such real estate as
collateral. In connection with the ownership and operation of the hotels, we may be potentially liable for such
costs.

We believe that our hotels are in compliance, in all material respects, with all federal. state and local
environmental ordinances and regulations regarding hazardous or toxic substances and other environmental
matters, the violation of which would have a material adverse effect on us. We have not received written notice

11




from any governmental authority of any material noncompliance, liability or claim relating to hazardous or toxic
substances or other environmental matters in connection with any of our present hotel properties.

Employees

As of March 15, 2007, we employed eight persons, four of whom work at our corporate office in
Williamsburg, Virginia and four of whom work in our offices in Greenbelt, Maryland. All persons employed in
the day-to-day operations of the hotels are employees of MHI Hotels Services, the management company
engaged by our TRS Lessee to operate such hotels.

Avatlable Information

We maintain an Internet site. http://www.mhihospitality.com, which contains additional information
concerning MHI Hospitality Corporation. We make available free of charge through our Internet site all our
annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and other reports
filed with the Securities and Exchange Commission as soon as reasonably practicable after we electronically file
such material with, or furnish it to, the Securities and Exchange Commission. We have also posted on this
website our Code of Business Conduct and the charters of our Audit and Nominating, Corporate Governance and
Compensation Committees of our board of directors. We intend to disclose on our website any changes to, or
waivers from, our Code of Business Conduct. Information on our Internet site is neither part of nor incorporated
into this Form 10-K.
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Item 1A. Risk Factors

The risks discussed herein can adversely affect our business, liquidity, operating results, and financial
condition. The risk factors described below are not the only risks that may affect us. Additional risks and
uncertainties not presently known to us also may adversely affect our business, liquidity, operating results, and
financial condition.

Risks Related to Our Business and Properties

Failure of the lodging industry to exhibit improvement would adversely affect our business plan and cause a
decline in the value of our common stock.

A substantial part of our business plan is based on our belief that the lodging markets in which we invesi are
experiencing and/or will experience improving economic fundamentals. There can be no assurance that lodging
industry fundamentals will continue to improve. In the event conditions in the industry or in the lodging markets
in which we invest do not continue to improve as we expect, our cash available for distribution would be less
than anticipated.

Conflicts of interest could result in our executive officers and certain of our directors acting in a manner
other than in our stockholders’ best interest.

Conflicts of interest relating to MHI Hotels Services, the entity that manages the properties, and the terms
of its management agreement may lead to management decisions that are not in the stockholders’ best
interest,

Conflicts of interest relating to MHI Hotels Services may lead to management decisions that are not in the
stockholders’ best interest. MHI Hotels Services is owned and controlled by members of the Sims family,
including Andrew Sims, our chairman, president and chief executive officer, Kim Sims and Christopher Sims,
who serve on our board of directors, William Zaiser, our executive vice president and chief financial officer, and
Steven Smith who is the Executive Vice President of MHI Hotels Services. MHI Hotels Services manages our
hotel properties. In addition, unless a majority of independent directors concludes otherwise, MHI Hotels
Services has a right of first offer to manage hotels we acquire in the future, subject to certain exceptions, and
receives substantial management fees based on the revenues and operating profit of our hotels. Our management
agreement with MHI Hotels Services, including the financial terms thereof, was not negotiated on an arm’s-
length basis and may be less favorable to us than we could have obtained from third parties,

Our management agreement establishes the terms of MHI Hotels Services” management of our hotels.
Under certain circumstances, if we terminate our management agreement as to one of the hotels, we will be
required 10 pay MHI Hotels Services a termination fee. If we were to terminate the management agreement with
respect to all our hotels in connection with a sale of those hotels, the aggregate termination fee would be
approximately $14.6 million. As majority owners of MHI Hotels Services, which would receive any management
and management termination fees payable by us under the management agreement, Andrew Sims, William
Zaiser, Kim Sims and Christopher Sims may influence our decisions to sell a hote! or acquire or develop a hotel
when it is not in the best interests of our stockholders to do so. In addition, Andrew Sims and William Zaiser wili
have conflicts of interest with respect to decisions to enforce provisions of the management agreement, including
any termination thereof.

There can be no assurance that provisions in our bylaws will always be successful in mitigating conflicts of
interest.

Under our bylaws, a committee consisting of only independent directors must approve any transaction
between us and MHI Hotels Services or its affiliates or any interested director. However. there can be no
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assurance that these policies always will be successful in mitigating such conflicts, and decisions could be made
that might not fully reflect the interests of all of our stockholders.

Certain of our officers and directors hold units in our operating partmership and may seek to avoid adverse
tax consequences, which could result from transactions that would otherwise benefit our stockholders.

Holders of units, including members of our management team, may suffer adverse tax consequences upon
our sale or refinancing of certain properties. Therefore, holders of units, including Andrew Sims, William Zaiser,
Kim Sims, Christopher Sims, and Edward Stein may have different objectives than holders of our common stock
regarding the appropriate pricing and timing of a property’s sale, or the timing and amount of a property’s
refinancing. These officers and directors may influence us not to sell or refinance certain properties, even if such
sale or refinancing might be financially advantageous to our stockholders, or they may influence us to enter into
tax-deferred exchanges with the proceeds of such sales when such a reinvestment might not otherwise be in our
best interest. Our tax indemnification obligations, which were not the result of arm’s-length negotiations and
which apply in the event that we sell certain properties, could subject us to liability, which, as of December 31,
2006, were estimated to be $46.0 million, and limit our operating flexibility and reduce our returns on our
investments.

Contractual obligations require us to nominate affiliates of the Sims family as two of our directors.

Pursuant to a strategic alliance agreement we entered into in December 2004, MHI Hotels Services has a
contractual right to nominate one person for election as a director, to our Company’s Board of Directors, and,
pursuant to his employment agreement with us, Andrew Sims has the right to be nominated as a director. These
provisions in effect provide the Sims family and their affiliates the right to nominate two of our directors, As
discussed herein, such persons have conflicts of interest with our company.

Our executive officers and certain of our directors may experience conflicts of interest in connection with
their ownership interests in our operating partnership.

Our executive officers and certain of our directors, which include Andrew Sims, Williams Zaiser,
Kim Sims, Christopher Sims and Ed Stein, may experience conflicts of interest relating to their ownership
interests in our operating partnership. These individuals, together with their affiliates owned as of December 31,
2006, in the aggregate, approximately 22.94% of the outstanding units in our operating partnership. Conflicts
may arise as a result of these persons’ ownership interests as [imited partners diverge from the interests of
MHI Hospitality Corporation, particularly with regard to transactions such as sales of assets or the repayment of
indebtedness, that could be in the best interests of MHI Hospitality Corporation and its stockholders, but may
have adverse tax consequences to the limited partners in our operating partnership.

Our tax indemnification obligations, which were not the result of arm’s-length negotiations and which apply
in the event that we sell certain properties, could subject us to liability, which we currently estimate to be
approximately $46.0 million, and limit our operating flexibility and reduce our returns on our investments.

If we dispose of certain of our initial hotels, we would be obligated to indemnify the original contributors
(including their permitted transferees and persons who are taxable on the income of a contributor or permitied
transferee) against certain tax consequences of the sale pursuant to the tax indemnity agreements, the terms of
which were not the result of arm’s-length negotiations. These original contributors include Andrew Sims, our
chairman, president and chief executive officer, William Zaiser, our executive vice president and chief financial
officer. and Kim and Christopher Sims, two of our directors. We have agreed to pay a certain amount of the
contributor’s tax liability with respect to gain allocated to the contributor under Section 704(c) of the Internal
Revenue Code if we dispose of a property contributed by the contributor in a taxable transaction during a
“protected period,” which continues until the earlier of:

* 10 years after the contribution of such property; or
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« the date on which the contributor no longer owns, in the aggregate, at least 25% of the units we issued to
the contributor at the time of its contribution of property to our operating partnership.

This tax indemnity will be equal to a certain amount of the federal and state income tax liability the
contributor incurs with respect to the gain allocated to the contributor upon such sale based on a sliding scale
percentage. Specifically, we will indemnify the contributors for 100% of their tax liability during the first five
years after contribution, 50% during the sixth year, 40% during the seventh year, 30% during the eighth year,
20% during the ninth year and 10% during the tenth year. The terms of the tax indemnity agreements also require
us to gross up the tax indemnity payment for the amount of income taxes due as a resuit of the tax indemnity
payment. While the tax indemnities do not contractually limit our ability to conduct our business in the way we
desire, we are less likely to sell any of the contributed properties in a taxable transaction during the protected
period because of the significant tax liability we would have to the contributors. Instead, we would either hold
the property for the entire protected period, or at least the first five years, or seek to transfer the property in a
tax-deferred like-kind exchange.

As two vears have elapsed since the properties were contributed, if we were to sell during the next three
years in a taxable transaction the five initial hotels that were contributed to us in our initial public offering in
exchange for units immediately after the closing of our initial public offering, our estimated total tax
indemnification obligation to our indemnified contributors, including the gross-up payment, would be
approximately $46.0 million.

Our agreements with MHI Hotels Services and its affiliates, including the contribution agreements,
management agreement, strategic alliance agreement, subleases, partnership agreement of our operating
partnership and employment agreements, were not negotiated on an arms’ length basis and may be less
Jfavorable to us than we could have obtained from third parties.

In connection with our initial public offering, we entered into various agreements with MHI Hotels Services
and its affiliates, including contribution agreements, a management agreement, a strategic alliance agreement,
subleases, the partnership agreement of our operating partnership and employment agreements. The terms of
each of these agreements were determined by our management teamn who had conflicts of interest as described
above and ownership interests in MHI Hotels Services and its affiliates. The terms of each of these agreements
may be less favorable to us than we could have obtained from third parties.

Unanticipated expenses and insufficient demand for hotels we acquire in new geographic markets could
adversely affect our profitability and our ability to make distributions to eur stockholders.

As part of our business plan, we may develop or acquire hotels in geographic areas in which our
management may have little or no operating experience and in which potential customers may not be familiar
with our franchise brands. As a result, we may have to incur costs relating to the opening, operation and
promotion of those new hotel properties that are substantially greater than those incurred in other areas. These
hotels may attract fewer customers than our existing hotels, while at the same time, we may incur substantial
additional costs with these new hotel properties. Unanticipated expenses and insufficient demand at a new hotel
property, therefore, could adversely affect our profitability and our ability to make distributions to our
stockholders.

We do not have the authority to require any hotel to be operated in a particular manner or to govern any
particular aspect of the daily operations of any hotel and as a result, our returns are dependent on the
management of our hotels by MHI Hotels Services.

Under the terms of our management agreement with MHI Hotels Services and the REIT qualification rules,
our ability to participate in operating decisions regarding the hotels is limited. We will depend on MHI Hotels
Services to operate our hotels as provided in the management agreement. We do not have the authority to require
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any hotel to be operated in a particular manner or 1o govern any particular aspect of the daily operations of any
hotel (for instance. setting room rates). Thus, even if we believe our hotels are being operated inefficiently or in a
manner that does not result in satisfactory occupancy rates, revenue per available room, which we refer to as
RevPAR, and average daily rates, we may not be able to force MHI Hotels Services to change its method of
operation of our hotels. Additionally, in the event that we need to replace MHI Hotels Services or any other
management companies in the future, we may be required by the terms of the management agreement to pay
substantial termination fees and may experience significant disruptions at the affected hotels.

Our ability to make distributions to our stockholders is subject to fluctuations in our financial performance,
operating results and capital improvements requirements.

As a REIT, we are required to distribute at least 90% of our REIT taxable income, excluding net capital
gains, each year to our stockholders. In the event of future downturns in our operating results and financial
performance or unanticipated capital improvements to our hotels, including capital improvements, which may be
required by our franchisors. we may be unable to declare or pay distributions to our stockholders. The timing and
amount of distributions are in the sole discretion of our board of directors which will consider, among other
factors, our financial performance. debt service obligations and debt covenants, and capital expenditure
requirements. We cannot assure you that we will continue to generate sufficient cash to fund distributions.

Among the factors which could adversely affect the results of our operations and our distributions to
stockholders are the failure of our TRS Lessee to make required rent payments because of reduced net operating
profits or operating losses, increased debt service requirements and capital expenditures at our hotels, including
capital expenditures required by the franchisors of our hotels. Among the factors which could reduce the net
operating profits of our TRS Lessee are decreases in hotel revenues and increases in hotel operating expenses.
Hotel revenue can decrease for a number of reasons, including increased competition from a new supply of hotel
rooms and decreased demand for hotel rooms. These factors can reduce both occupancy and room rates at our
hotels.

We lease all of our hotels to our TRS Lessee. The TRS Lessee is subject to hotel operating risks, including
risks of sustaining operating losses after payment of hotel operating expenses, including management fees. These
risks can adversely affect the net operating profits of our TRS Lessee, our operating expenses, and our ability to
make distributions to our stockholders.

We agreed to provide to certain of the contributors of our initial properties opportunities to guarantee
liabilities of our operating partnership which may limit our ability fo make similar opportunities available to
owners of properties that we would like to purchase. This limitation may adversely affect our ability to acquire
properties in the future,

Under certain of the tax indemnification agreements, we agreed to use commercially reasonable efforts
during the protected period to make available to certain contributors opportunities to guarantee liabilities of our
operating partnership. By guaranteeing liabilities of the operating partnership, the contributors will be entitled to
defer recognition of gain in connection with the contribution of certain hotels. As a consequence of the allocation
of debt to them for tax purposes by virtue of guaranteeing the liabilities of the operating partnership, contributors
will not be deemed to have received a dJistribution under the applicable provisions of the Code. In the case of our
tax indemnification obligation, the protected period continues until the earlier of:

* 10 years after the contribution of such property: or
« the date on which the contributor no longer owns, in the aggregate, at least 25% of the units we issued to

the contributor at the time of its contribution of property to our operating partnership.

The obligation to make guarantee opportunities available to the contributors could adversely affect our ability to
acquire additional properties in the future by reducing the amount of debt that could be guaranteed by other,
future contributors.

16




Future debt service obligations could adversely affect our overall operating results, may require us to liguidate
our properties, may jeopardize our tax status as a REIT and limit our ability to make distributions to our
stockholders.

While we intend to maintain target debt levels of 45-55% of total assets, our board of directors may change
this debt policy at any time without stockholder approval. In addition, we entered into a $60.0 million revolving
credit facility, which has a term of four years, and our borrowings under the credit facility are expected to bear
interest at a floating interest rate of 30-day LIBOR plus 2.0% to 2.5%. The LIBOR rate on December 31, 2006
was 5.322%. The primary collateral for the credit facility is a first mortgage on the Holiday Inn Brownstone and
the Hilton Philadelphia Airport, and a lien on all business assets including, but not limited to, equipment,
accounts receivable, inventory, furniture, fixtures and proceeds thereof. We must satisfy certain financial and
non-financial covenants. As of December 31, 2006, we were in compliance with all the required covenants.
Failure to satisfy these covenants and conditions would create a default under this credit facility, and the lender
could require us to immediately repay all outstanding indebtedness under the credit facility. The credit facility
has a balance of approximately $15.2 million as of December 31, 2006. The Company intends to use the credit
facility to acquire, repair or renovate properties, and for working capital. We, and our subsidiaries, may be able
to incur substantia! additional debt, including secured debt, in the future. Incurring debt could subject us 1o many
risks, including the risks that:

+  our cash flow from operations will be insufficient to make required payments of principal and interest;
* our debt may increase our vulnerability to adverse economic and industry conditions;

+ we may be required to dedicate a substantial portion of our cash flow from operations to payments on
our debt, thereby reducing cash available for distribution to our stockholders, funds avatlable for
operations and capital expenditures, future business opportunities or other purposes;

»  our debt service obligations on floating rate debt will increase as interest rates rise;
+ the terms of any refinancing will not be as favorable as the terms of the debt being refinanced; and

+ the use of leverage could adversely affect our ability to make distributions to our stockholders and the
market price of our common stock.

If we violate covenants in the agreements governing future indebtedness, we could be required to repay all
or a portion of our indebtedness before maturity at a time when we might be unable to arrange financing for such
repayment on attractive terms, if at all.

If we incur debt in the future and do not have sufficient funds to repay our debt at maturity, it may be
necessary Lo refinance this debt through additional debt financing, private or public offerings of debt securities,
or additional equity financings. If, at the time of any refinancing, prevailing interest rates or other factors result in
higher interest rates on refinancing, increases in interest expense would lower our cash flow, and, consequently,
cash available for distribution to our stockholders. If we are unable to refinance our debt on acceptable terms, we
may be forced to dispose of hotel properties on disadvantageous terms, potentially resulting in losses that reduce
cash flow from operating activities. We may place mortgages on our hote! properties to secure our credit facility
or other debt. To the extent we cannot meet our debt service obligations, we risk losing some or all of those
properties to foreclosure. Also, covenants applicable to our debt could impair our planned strategies and, if
violated, result in a default of our debt obligations.

We are subject to risks of increased hotel operating expenses and decreased hotel revenues.

QOur leases with our TRS Lessee provide for the payment of rent based in part on gross revenues from our
hotels. Our TRS Lessee is subject 1o hotel operating risks including decreased hotel revenues and increased hotel
operating expenses, including but not limited to the following:

« wage and benefit costs;

+ repair and maintenance expenses;
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* energy costs,
* property taxes,
* insurance costs; and

* other operating expenses.

Any increases in these operaling expenses can have a significant adverse impact on the TRS Lessee’s ability to
pay rent and other operating expenses and, consequently, our earnings and cash flow.

Operating our hotels under franchise agreements could increase our operating costs and lower our net
income.

Our hotels operate under franchise agreements, which subject us to risks in the event of negative publicity
related to one of our franchisors.

The maintenance of the franchise licenses for our hotels is subject to our franchisors’ operating standards
and other terms and conditions. Our franchisors periodicaily inspect our hotels to ensure that we, our lessee and
our management company follow their standards. Failure by us, our TRS Lessee or our management company to
maintain these standards or other terms and conditions could result in a franchise license being cancelled. If a
franchise license terminates due to our failure to make required improvements or to otherwise comply with its
terms, we may also be liable to the franchisor for a termination payment, which varies by franchisor and by hotel.
As a condition of continuing a franchise license, a franchisor could also possibly require us to make capital
expenditures, even if we do not believe the capital improvements are necessary or desirable or will result in an
acceptable return on our investment. Nonetheless, we may risk losing a franchise license if we do not make
franchisor-required capital expenditures.

If a franchisor terminates the franchise license, we may try either to obtain a suitable replacement franchise
license, or to operate the hotel without a franchise license. The loss of a franchise license could significantly
decrease the revenues at the hotel and reduce the underlying value of the hotel because of the loss of associated
name recognition, marketing support and centralized reservation systems provided by the franchisor. A loss of a
franchise license for one or more hotels could materially and adversely affect our revenues. This loss of revenues
could, therefore, also adversely affect our financial condition and results of operations and reduce our cash
available for distribution to stockholders.

Our executive officers have very limited experience operating a public company or a REIT, which could
increase our general and administrative costs and reduce our cash available for distributions.

Prior to the completion of our initial public offering in December 2004, none of our senior executive
officers had any experience operating a public company or a REIT. Qualification as a REIT involves the
application of highly technical and complex Internal Revenue Code provisions. As a result, we may incur higher
general and administrative expenses than our competitors that are managed by persons with greater experience
operating a public company or a REIT, which would reduce our net income and cash available for distribution.

Future acquisitions may not yield the refurns expected, may result in disruptions to our business, may strain
management resources and may result in stockholder dilution.

Qur business strategy may not ultimately be successful and may not provide positive returns on our
investments. Acquisitions may cause disruptions in our operations and divert management’s attention away from
day-to-day operations. The issuance of equity securities in connection with any acquisition could be substantially
dilutive to our stockholders.
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Our net income would be adversely affected if our leases for the resort property are terminated or if the
sub-lessees have insufficient net income to pay rent.

If the Shell Island resort property leases are terminated, our sublease agreements for the resort property will
also be terminated. The property leases may be terminated by the resort property’s homeowners’ association if
MHI Hotels, LLC or MHI Hotels Two, Inc., two of our affiliates, breach certain provisions under the leases. The
leases may also be terminated by the homeowners’ association if MHI Hotels Services serves as central rental
agent for less than 80 of the 160 rental units at the resort. Upon termination of these subleases, MHI Hotels. LLC
and MHI Hotels Two, Inc. would be unuble to meet their payment obligations, and we would no longer receive
the fixed annual amount of approximately $640,000, less our lease payments of approximately $168,000 to the
resort property’s homeowners' association. In addition, the ability of MHI Hotels, LLC and MHI Hotels
Two, Inc. to make rent payments is dependent upon generating revenues from the operation of the resort
properties. Although MHI Hotels Services has agreed to make capital contributions to MHI Hotels, L1.C and
MHI Hotels Two, Inc. in an amount sufficient to cure their defaults under the sublease agreements, MHI Hotels
Services has nominal assets, and is dependent on management fee income. In such event, our net income could
be adversely affected. and we may be required to write off our investment in the Shell island Resort property
leases.

We may realize reduced revenue because our management company may experience conflicts of interest in
connection with the management of the resort property.

MHI Hotels Services may experience conflicts of interest in connection with the management of our resort
preperty and one of our initial hotel properties, which are located less than one mile from each other, and its
continued management of an additional resort property not owned by us and located nearby in the same
geographic market. The fees MHI Hotels Services earns for managing our properties are largely fixed under our
management agreement with MHI Hotels Services and may be less than the fees it earns for managing the resort
property that we do not own or lease. Because MHI Hotels Services handles the reservations for zall of these
properties, MHI Hotels Services may have a greater financial incentive to direct guests to the resort property that
we do not own or lease.

Geographic concentration of our initial hotels will make our business vulnerable to economic downturns in
the Mid-Atlantic, Midwest and Southeastern United States.

Our hotels are located in the Mid-Atlantic, Midwest and Southeastern United States. Economic conditions in
the Mid-Adantic, Midwest and Southeastern United States will significantly affect our revenues and the value of
our hotels. Business layoffs or downsizing, industry slowdowns, changing demographics and other similar
factors may adversely affect the economic climate in these areas. Any resulting oversupply or reduced demand
for hotels in the Mid-Adantic, Midwest and Southeastern United States and our markets in particular would
therefore have a disproportionate negative impact on our revenues and limit our ability to make distributions to
stockholders.

Our borrowing costs are sensitive to fluctuations in interest rates.

Higher interest rates could increase debt service requirements on our floating rate debt, including any
borrowings under our proposed credit facility, which permits us to borrow up to $60.0 million. Any borrowings
under our proposed credit facility will have floating interest rates of 30-day LIBOR plus 2.0 to 2.5%. We
currently have an interest-rate swap agreement that fixes the amount of interest on $30 million of indebtedness.
To the extent that the total amount borrowed on the credit facility is less than $30 million, we are exposed to
falling interest rates on the difference between the amount borrowed and $30 million. To the extent that the total
amount borrowed on the credit facility is more than $30 million, we are exposed to rising interest rates on the
difference between the amount borrowed in excess of $30 millien. Adverse economic conditions could also cause
the terms on which we borrow to be unfavorable. We could be required to liquidate one or more of our hotel
investments at times which may not permit us to receive an attractive return on our investments in order to meet
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our debt service obligations. If we were to engage in any additional hedging transactions, they would have to be
structured so as to not jeopardize our status as a REIT.

We are a new company with limited operating history, and we might not be able to operate our business or
implement our operating pelicies and strategies successfully, which could negatively impact our ability to
make distributions and cause you to lose all or part of your investment.

We were incorporated tn Maryland in August 2004 and have only operated our business since the close of
our initial public offering on December 21, 2004. We are subject to all of the business risks and uncertainties
associated with any new business, including the risk that we will not achieve our business objectives and that the
value of your investment could decline substantially. The results of our operations will depend on many factors,
including the availability of opportunities for investment, readily accessible short and long-term funding
alternatives in the financial markets and economic conditions. Furthermore, if we cannot successfully operate our
business or implement our operating policies and strategies as described in this report, it could negatively impact
our ability to make distributions and cause you to lose all or part of your investment.

Joint venture investments could be adversely affected by our lack of sole decision-making authority, our
reliance on a joint venture partners’ financial condition and disputes between our joint venture partners and
us.

We may co-invest in the future with third parties through partnerships, joint ventures or other entities,
acquiring non-controlling interests in or sharing responsibility for managing the affairs of a property, partnership,
joint venture or other entity. In such event, we would not be in a position to exercise sole decision-making
authority regarding the property, partnership, joint venture or other entity. Investments in partnerships, joint
ventures, or other entities may, under certain circumstances, involve risks not present were a third party not
involved, including the possibility that partners or joint venture partners might become bankrupt or fail to fund
their share of required capital contributions. Partners or joint venture partners may have economic or other
business interests or goals, which are inconsistent with our business interests or goals, and may be in a position to
take actions contrary to our policies or objectives. Such investments may also have the potential risk of impasses
on decisions, such as a sale, because neither we nor the partner or joint venture partner would have full control
over the partnership or joint venture. Disputes between us and partners or joint venture partners may result in
litigation or arbitration that would increase our expenses and prevent our officers and/or directors from focusing
their time and effort on our business. Consequently, actions by, or disputes with, partners or joint venture
partners might result in subjecting properties owned by the partnership or joint venture to additional risk. We
may also, in certain circumstances, be liable for the actions of our third-party partners or joint venture pariners,
For example, we may be required to guarantee indebtedness incurred by a partnership, joint venture or other
entity for the purchase or renovation of a hotel property. Such a guarantee may be on a joint and several basis
with our partner or joint venture partner in which case we may be liable in the event such party defaults on its
guaranty obligation.

Investments in condominium hotels may be adversely affected by state and local regulations as well as unit
owner participation.

We may identify opportunilies to acquire an interest in a hotel, apartment building or other real estate asset
that is being converted to or developed for use as a condominium hotel. The offer and sale of condominiums is
subject to federal, state, and local regulations. Failure by the condominium developer to comply with these
regulations may lead, among others, to the unit owners’ right (o rescind the purchase of the unit. Such a
rescission could adversely impact the operation of the condominium hotel. State and local jurisdictions have
complex and varying condominium laws and related regulations that govern their use and re-sale. These laws and
regulations may contain limitations and restrictions that could impact the economic benefits derived from
investing in a condominium hotel. In addition, economic benefits, of an investment in a condominium hotel,
which are already affected by the state of the local lodging industry, will vary depending upon the number of
condominium units that are included in the operations of the hotel.
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We may be required to purchase condominium units which may not be readily resold and which will impact
our returns.

Pursuant to our agreement with the developer of the condominium hotel project in Holiywood, Florida, we
may be required to purchase a maximum of 100 un-sold cendominium units on or before August 1, 2007 at a
maximum price of $197.000 per unit. We may not be able to quickly resell the units at an acceptable price. The
market for such units is affected by various factors including changes in interest rates, the availability of similar
types of real estate investments in the local real estate market, and national and local economic conditions.
Retaining ownership in these units for an extended period of time until they can be resold may adversely affect
our refurns.

Risks Related to the Hotel Industry
Our ability to make distributions to our stockholders may be affected by factors in the lodging industry.
Operating Risks

Our hotel properties are subject to various operating risks common to the lodging industry, many of which
are beyond our control, including the foltowing:

« competition from other hote! properties in our markets;
« over-building of hotels in our markets, which adversely affects occupancy and revenues at our hotels;
« dependence on business and commercial travelers and tourism;

« increases in energy costs and other expenses affecting travel, which may affect travel patterns and
reduce the number of business and commercial travelers and tourists;

= increases in operating costs due to inflation and other factors that may not be offset by increased room
rates;

+ changes in interest rates and in the availability, cost and terms of debt financing;

» changes in governmental laws and regulations, fiscal policies and zoning ordinances and the related
costs of compliance with laws and regulations, fiscal policies and ordinances;

« adverse effects of international, national, regional and local economic and market conditions;
« adverse effects of a downturn in the lodging industry; and
» risks generally associated with the ownership of hotel properties and real estate, as we discuss in detail

below.

These factors could reduce the net income of our TRS Lessee, which in turn could adversely affect our
ability 1o make distributions to our stockholders.

Competition for Acquisitions

We compete for investment opportunities with entities that have substantially greater financial resources
than we do. These entities generally may be able to accept more risk than we can prudently manage. This
competition may generally limit the number of suitable investment opportunities offered to us. This competition
may also increasc the bargaining power of property owners seeking to sell to us, making it more difficult for us
(0 acquire new properties on attractive terms.

Seasonality of Hotel Business

The hotel industry is seasonal in nature. This seasonality can be expected to cause quarterly fluctuations in
our revenues. Qur quarterly earnings may be adversely affected by factors outside our control, including weather
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conditions and poor economic factors. As a result, we may have to enter into short-term borrowings in certain
quarters in order to offset these fluctuations in revenues and to make distributions to our stockholders,

Investment Concentration in Particular Segments of Single Industry

Our entire business is lodging-related. Therefore, a downturn in the lodging industry, in general, and the
segments in which we operate, in particular, will have a material adverse effect on amounts available for
distribution te our stockholders.

Capital Expenditures

Our hotel properties have an ongoing need for renovations and other capital improvements, including
replacements, from time to time, of furniture, fixtures and equipment. The franchisors of our hotels also require
us to make periodic capital improvements as a condition of keeping the franchise licenses. In addition, our
lenders will likely require that we set aside annual amounts for capital improvements to our hotel properties, We
expect the average lenders’ capital improvements reserve requirement for all of our hotels will be approximately
4% of gross sales. Based upon our hotels’ gross revenue in fiscal year 2006, the average lender’s capital
improvements reserve requirement for all of our hotels would have been approximately $2,704,600 based on an
average 4% capital improvement reserves. For the year ended December 31, 2006, we spent approximately

$5,117,000 on capital improvements 1o our hotels. These capital improvements may give rise to the following
risks:

= possible environmental problems;
¢ construction cost overruns and delays;

+ apossible shortage of available cash to fund capital improvements and the related possibility that
financing for these capital improvements may not be available to us on affordable terms; and

* uncertainties as to market demand or a loss of market demand after capital improvements have begun.

The costs of alf these capital improvements could adversely affect our financial condition and amounts available
for distribution to our stockholders.

Hotel re-development is subject to timing, budgeting and other risks that would increase our operating costs
and limit onr ability to make distributions to stockholders.

We intend 1o acquire hotel properties from time to time as suitable opportunities arise, taking into
consideration general economic conditions and seek to re-develop or reposition these hotels. Redevelopment of
hotel properties involve a number of risks, including risks associated with:

¢ construction delays or cost overruns that may increase project costs;

* rteceipt of zoning, occupancy and other required governmental permits and authorizations;

= development costs incurred for projects that are not pursued to completion;

* acts of God such as earthquakes, hurricanes, fleeds or fires that could adversely impact a project;

» financing; and

= governmental restrictions on the nature or size of a project.

We cannot assure you that any re-development project will be completed on time or within budget. Our

inability to complete a project on time or within budget would increase our operating costs and reduce our net
income,
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The hotel business is capital intensive, and our inability to obtain financing could limit our growth.

Our hotel properties will require periodic capital expenditures and renovation to remain competitive.
Acquisitions or development of additional hotel properties will require significant capital expenditures, The
lenders under some of the mortgage debt that we assumed in our initial public offering require us to set aside
varying amounts each year for capital improvements at our hotels. We may not be able to fund capital
improvements or acquisitions solely from cash provided from our operating activities because we must distribute
at least 90% of our REIT taxable income, excluding net capital gains, each year to maintain our REIT tax status.
Consequently, we rely upon the availability of debt or equity capital to fund hotel acquisitions and
improvements. As a result, our ability to fund capital expenditures, acquisitions or hotel development through
retained earnings is very limited. Qur ability to grow through acquisitions or development of hotels will be
limited if we cannol obtain satisfactory debt or equity financing which will depend on market conditions. Neither
our charter nor our bylaws limits the amount of debt that we can incur. However, we cannot assure you that we
will be able to obtain additional equity or debt financing or that we will be able to obtain such financing on
favorable terms.

The events of September 11, 2001, recent econemic trends, the military action in Afghanistan and Irag and
prospects for future terrorist acts and military action have adversely affected the hotel industry generally, and
these adverse effects may continue.

Before September 11, 2001, hotel owners and operators had begun experiencing declining RevPAR, as a
result of the slowing U.S. economy. The terrorist attacks of September 11, 2001 and the after-effects (including
the prospects for more terror attacks in the United States and abroad), combined with economic trends and the
1J.S.-led military action in Afghanistan and Iraq, substantially reduced business and leisure travel and lodging
industry RevPAR generally. We cannot predict the extent to which these factors will directly or indirectly impact
the value of our common stock, the lodging industry or our operating results in the future. Declining RevPAR at
hotels that we acquire would reduce our net income and restrict our ability to fund capital improvements at our
hotels and our ability to make distributions to stockholders necessary to maintain our status as a REIT.
Additional terrorist attacks, acts of war or similar events could have further material adverse effects on the
markets on which shares of our common stock wili trade, the lodging industry at large and our operations in
particular.

Uninsured and underinsured losses could adversely affect our operating results and our ability to make
distributions to our stockholders.

We intend to maintain comprehensive insurance on each of our hotel properties, including liability, fire and
extended coverage, of the type and amount we believe are customarily obtained for or by hotel owners. There are
no assurances that current coverage will continue to be availabie at reasonable rates. Various types of
catastrophic losses, like earthquakes and floods, such as Hurricane Katrina in New Orleans in August 2005,
losses from foreign terrorist activities such as those on September 11, 2001 or losses from domestic terrorist
activities such as the Oklahoma City bombing on April 19, 1995, may not be insurable or may not be
economically insurable. Initially, we do not expect to obtain terrorism insurance on our hotel properties because
it is costly. Lenders may require such insurance and our failure to obtain such insurance could constitute a default
under loan agreements. Depending on our access to capital, liquidity and the value of the properties securing the
affected loan in relation to the balance of the loan, a default could reduce our net income and limit our ability to
obtain future financing.

In the event of a substantial loss, our insurance coverage may not be sufficient to cover the full current
market value or replacement cost of our lost investment. Should an uninsured loss or a loss in excess of insured
limits occur, we could lose all or a portion of the capital we have invested in a hotel, as well as the anticipated
future revenue from the hotel. In that event, we might nevertheless remain obligated for any mortgage debt or
other financial obligations related to the property. Inflation, changes in building codes and ordinances,
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environmental considerations and other factors might also keep us from using insurance proceeds to replace or
renovate a hotel after it has been damaged or destroyed. Under those circumstances, the insurance proceeds we
receive might be inadequate to restore our economic position on the damaged or destroyed property.

Noncompliance with governmental regulations could adversely affect our operating results.
Environmental Matters

Cur hotels may be subject to environmental liabilities. An owner of real property can face liability for
environmental contamination created by the presence or discharge of hazardous substances on the property. We
may face liubility regardless of:

* our knowledge of the contamination;

* the timing of the contamination;

* the cause of the contamination: or

* the party responsible for the contamination of the property.

There may be unknown environmental problems associated with cur properties. If environmental

conlamination exists on our properties, we could become subject to strict, joint and several liability for the
contamination by virtue of our ownership interest.

The presence of hazardous substances on a property may adversely affect our ability to sell the property and
we may incur substantial remediation costs. The discovery of environmental liabilities attached to our properties
could have a material adverse effect on our results of operations and financial condition and our ability to pay
dividends to stockholders.

Americans with Disabilities Act and Other Changes in Governmental Rules and Regulations

Under the Americans with Disabilities Act of 1990, or the ADA, all public accommodations must meet
various federal requirements related to access and use by disabled persons. Compliance with the ADA’s
requirements could require removal of access barriers, and non-compliance could result in the U.S, government
imposing fines or in private litigants winning damages. If we are required to make substantial modifications to
our hotels, whether to comply with the ADA or other changes in governmental rules and regulations, our
financial condition, results of operations and ability to make distributions to our stockholders could be adversely
affected.

General Risks Related to the Real Estate Industry

liliquidity of real estate investments could significantly impede our ability to respond to adverse changes in the
performaince of our properties and harm our financial condition.

Because real estate investments are relatively illiquid. our ability to promptly sell one or more hotel
properties or morigage loans in our portfolio in response to changing economic, financial and investment
conditions is limited.

The real estate market is affected by many factors that are beyond our control, including;

» adverse changes in international, national, regional and local economic and market conditions;

+ changes in interest rates and in the availability, cost and terms of debt financing;

+ changes in governmental laws and regulations, fiscal policies and zoning ordinances and the related
costs of compliance with laws and regulations, fiscal policies and ordinances;

* the ongoing need for capital improvements, particularly in older structures;
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» changes in operating expenses; and

+ civil unrest, acts of God, including earthquakes, floods and other natural disasters such as Hurricane
Katrina in New Orleans in August 2005, which may result in uninsured losses, and acts of war or
terrorism, including the consequences of the terrorist acts such as those that occurred on September 11,
2001.

We may decide to sell our hotels in the future. We cannot predict whether we will be able to sell any hotel
property or loan for the price or on the terms set by us, or whether any price or other terms offered by a
prospective purchaser would be acceptable to us. We also cannot predict the length of time needed to find a
willing purchaser and to close the sale of a hotel property or loan.

We may be required to expend funds to correct defects or to make improvements before a hotel property can
be sold. We cannot assure you that we will have funds available to correct those defects or to make those
improvements. In acquiring a hotel property, we may agree to lock-out provisions that materially restrict us from
selling that property for a period of time or impose other restrictions, such as a limitation on the amount of debt
that can be placed or repaid on that property. These factors and any others that would impede our ability to
respond 1o adverse changes in the performance of our properties could have a material adverse effect on our
operating results and financial condition, as well as our ability to pay distributions to stockholders.

Our hotels may contain or develop harmful mold, which could lead to liability for adverse health effects and
costs of remediating the problem.

When excessive moisture accumulates in buildings or on building materials. mold growth may occur,
particularly if the moisture problem remains undiscovered or is not addressed over a period of time. Some molds
may produce airborne toxins or irritants. Concern about indoor exposure to mold has been increasing, as
exposure to mold may cause a variety of adverse health effects and symptoms, including allergic or other
reactions. As a result, the presence of significant mold at any of our properties could require us to undertake a
costly remediation program to contain or remove the mold from the affected property, which would reduce our
cash available for distribution. In addition, the presence of significant mold could expose us to liability from our
guests, employees or our management company and others if praperty damage or health concerns arise.

Risks Related to Qur Organization and Structure

Our failure to qualify as a REIT under the federal tax laws will result in substantial tax liability, which would
reduce the amount of cash available for distribution to our stockholders.

The federal income tax laws governing REITs are complex.

We intend to operate in a manner that will maintain our qualification as a REIT under the federal income fax
laws. The REIT gualification requirements are extremely complex. however, and interpretations of the federal
income tax laws governing qualification as a REIT are limited. We have not applied for or obtained a ruling from
the Internal Revenue Service that we will gualify as a REIT, Accordingly. we cannot be certain that we will be
successful in operating so we can qualify as a REIT. At any time, new laws, interpretations or court decisions
may change the federal tax laws or the federal income tax consequences of our qualification as a REIT.

Failure to make distributions could subject us to tax.

In order to maintain our qualification as a REIT, each year we must pay out to our stockholders in
distributions at least 90% of our REIT taxable income, excluding net capital gain. To the extent that we satisfy
this distribution minimum, but distribute less than 100% of our taxable income, we will be subject to federal
corporate income tax on our undistributed taxable income. In addition, we will be subject to a 4% nondeductible
excise tax if the actual amount that we pay out to our stockholders in a calendar year is less than the minimum
amount specified under federal tax laws. Our only source of funds to make these distributions comes from rent
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and dividends we receive from our TRS Lessee, which in turn receives revenues from hotel operations.
Accordingly, we may be required to borrow money or sell assets to make distributions sufficient 1o enable us to
pay out enough of our taxable income to satisfy the distribution requirement and to avoid corporate income tax
and the 4% nondeductible excise tax in a particular year.

Failure to qualify as a REIT would subject us to federal income tax.

If we fail to remain qualified as a REIT in any taxable year (including, but not limited to, a failure resulting
from not making the minimum required distribution), and if the relief provisions were not to apply, we will be
subject to federal income tax on our taxable income. If we fail to qualify as a REIT, we would not be required to
make any distributions. In addition, any distributions that we do make will not be deductible by us. This would
substantially réduce our earnings, our cash available to pay distributions, and the value of our common stock.

The resulting tax liability might cause us to borrow funds, liquidate some of our investments, or take other
steps that could negatively affect our operating results in order to pay any such tax. Moreover, if our REIT status
is terminated because of our failure to meet a technical REIT requirement and the relief provisions did not excuse
our failure to qualify as a REIT, or if we voluntarily revoke our election, we generally would be disqualified from
re-clecting treatment as a REIT until the fifth calendar year after the year in which we failed 10 qualify as a REIT,

Failure to qualify as « REIT may cause us to reduce or eliminate distributions to our shareholders, and we
may face increased difficulty in raising capital or obtaining financing.

If we fail to remain qualified as a REIT, we may have to reduce or eliminate any distributions to our
stockholders in order to satisfy our income tax liabilities. Any distributions that we do make to our stockholders
would be treated as taxable dividends to the extent of our current and accumulated eamings and profits. ‘This may
result in negative investor and market perception regarding the market value of our common stock, and the value
of your shares of our common stock may be reduced. In addition, we may face increased difficulty in raising
capital or obtaining financing if we fail to qualify or remain qualified as a REIT because of the resulting tax
liability and potential reduction of our market valuation.

MHI Holding and our TRS Lessee increase our overall tax liability.

MHI Holding and our TRS Lessee are subject to federal and state income tax on their taxable income, which
will consist of the revenues from the hotels leased by our TRS Lessee, net of the operating expenses for such
hotels and rent payments to us. Accordingly, although our ownership of our TRS Lessee will allow us to
participate in the operating income from our hotels in addition to receiving rent, that operating income will be
fully subject to income tax. The after-tax net income of our TRS Lessee is available for distribution to us.

We will incur a 100% excise tax on transactions with MHI Holding and our TRS Lessee that are not
conducted on an arm’s-length basis. For example, to the extent that the rent paid by our TRS Lessee to us
exceeds an arm’s-length rental amount, such amount potentially will be subject to this excise tax. We intend that
all ransactions between us and MHI Holding and our TRS Lessee will be conducted on an arm’s-length basis
and, therefore, that the rent paid by our TRS Lessee to us will not be subject to this excise tax.

Even if we remain qualified as @ REIT, we may face other tax liabilities that reduce our cash flow.

Even if we remain qualified for taxation as a REIT, we may be subject to certain federal, state and Jocal
taxes on our income and assets. For example:

*  We will be required to pay tax on undistributed REIT taxable income.

*  We may be required to pay “alternative minimum tax” on our itemns of tax preference.
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« If we have net income from the disposition of foreclosure property held primarily for sale to customers
in the ordinary course of business or other non-qualifying income from foreclosure property, we must
pay tax on that income at the highest corporate rate.

+ If we sell a property in a “prohibited transaction,” our gain from the sale would be subject to a 100%
penalty tax. A “prohibited transaction” would be a sale of property, other than a foreclosure property,
held primarily for sale to customers in the ordinary course of business.

«  MHI Holding is a fully taxable corporation and is required to pay federal and state taxes on its income,
which will consist of the revenues from the hotels leased from our operating partnership, net of the
operating expenses for such hotels and rent payments to us.

Our ability to effect a merger or other business combination transaction may be restricted by our operating
partnership agreement.

Conflicts of interest relating to a merger or other business combination transactions involving our change of
control may occur between us and Andrew Sims, our chairman, president and chief executive officer, William
Zaiser, our executive vice president and chief financial officer and Kim Sims, Christopher Sims, and Edward
Stein, three of our directors. Our operating partnership’s agreement of limited partnership provides that the
holders of 66.7% of the outstanding limited partnership interests in our operating partnership (including our
limited partnership interest in our operating partnership) must approve such a merger or other business
combination transaction, unless the holders of 50% or more of the outstanding limited partnership interests (other
than our limited partnership interest) approves such a merger or other business combination transaction. As of
December 31, 2006, Andrew Sims, William Zaiser, Kim Sims, Christopher Sims and Ed Stein beneficially own
approximately 22.94% of our outstanding limited partnership interests, and we own approximately 63.20%.
Although our stockholders must approve a merger or other business combination transaction under applicable
Maryland law, under our operating partnership agreement, limited partners, including certain of our officers and
directors, must approve certain other business combination transactions involving us. These approval rights of
limited partners may lead to conflicts of interest, which could result in decisions that do not fully reflect our best
interests or the best interests of our stockholders.

In addition, in the event of a change of control of our company, the limited partners will have the right, for a
period of 30 days following the change of control event, to cause the operating partnership to redeem all of the
units held by the limited partners for a cash amount equal to the cash redemption amount otherwise payable upon
redemption pursuant to the partnership agreement. This cash redemption right may make it more unlikely or
difficult for a third party to propose or consummate a change of control transaction, even if such transaction were
in the best interests of our shareholders.

Complying with REIT requirements may cause us to forego attractive opportunities that could otherwise
generate strong risk-adjusted returns and instead pursue less attractive opportunities, or none at all.

To qualify as a REIT for federal income tax purposes, we must continually satisfy tests concerning, among
other things, the sources of our income, the nature and diversification of our assets. the amounts we distribute to
our stockholders and the ownership of our stock. Thus, compliance with the REIT requirements may hinder our
ability to operate solely on the basis of generating strong risk-adjusted returns on invested capital for our
stockholders.

Complying with REIT requirements may force us to liquidate otherwise attractive investments, which could
result in an overall loss on our investments.

To maintain qualification as a REIT, we must also ensure that at the end of each calendar quarter at least
75% of the value of our assets consists of cash, cash items, government securities and qualified REIT real estate
assets. The remainder of our investment in securities (other than government securities and qualified real estate
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assets} generally cannot include more than 10% of the outstanding voting securities of any one issuer or more
than 10% of the 1otal value of the outstanding securities of any onc issuer. In addition, in general, no more than
5% of the value of our assets (other than government securities and qualified real estate assets) can consist of the
securities of any one issuer, and no more than 20% of the value of our total securities can be represented by
securities of one or more taxable REIT subsidiaries. If we fail to comply with these requirements ai the end of
any calendar quarter, we must correct such failure within 30 days after the end of the calendar quarter to avoid
losing our REIT status and suffering adverse tax consequences. After January 1, 2007, if we fail to comply with
these requirements at the end of any calendar quarter. and the failure exceeds a de minimis threshold, we may be
able to preserve our REIT status if the failure was due to reasonable cause and not to willful neglect. In this case,
we will be required to dispose of the assets causing the failure within six months after the last day of the quarter
in which the failure occurred, and we will be required to pay an additional tax of the greater of $50,000 or the
product of the highest applicable tax rate multiplied by the net income generated on those assets. As a result, we
may be required to liquidate otherwise attractive investments.

Taxation of dividend income could make our common stock less attractive to investors and reduce the market
price of our common stock.

At any time, the federal income tax laws governing REITs or the administrative interpretations of those laws
may be amended. Any of those new laws or interpretations may take effect retroactively and could adversely
affect us or could adversely affect you as a stockholder. On May 28, 2003, the President signed the Jobs and
Growth Tax Relief Reconciliation Act of 2003, which we refer to as the Jobs and Growth Tax Act. Effective for
taxable years beginning after December 31, 2002, and before January 1. 2009, the Jobs and Growth Tax Act
generally reduced the maximum rate of tax applicable to individuals, trusts and estates on dividend income from
regular C corporations to 15.0%. This reduced substantially the so-called “double taxation™ (that is, taxation at
both the corporate and stockholder levels) that has generally applied to corporations that are not taxed as REITs.
Generally, dividends from REITs do not qualify for the dividend tax reduction because, as a result of the
dividends patd deduction to which REITs are entitled, REITs generally do not pay corporate level tax on income
that they distribute to stockholders. As a result of the Jobs and Growth Tax Act, individual, trust, and estate
investors could view stocks of non REIT corporations as more attractive relative 1o shares of REITs than was the
case previously because the dividends paid by non REIT corporations are subject to lower tax rates for such
investors.

Provisions of our charter may limit the ability of a third party to acquire control of our company.
Aggregate Share and Common Share Ownership Limits

Our charter provides that no person may directly or indirectly own more than 9.9% of the value of our
outstanding shares of stock or more than 9.9% of the number of our outstanding shares of common stock. These
ownership limitations may prevent an acquisition of control of our company by a third party without our board of
directors’ approval, even if our stockholders believe the change of control is in their interest. Qur board of
directors has discretion to waive that ownership limit if the board receives evidence that ownership in excess of
the limit will not jeopardize our REIT status.

Authority to Issue Stock

QOur amended and restated Charter authorizes our board of directors to issue up to 49,000,000 shares of
common stock and up to 1,000,000 shares of preferred stock. to classify or reclassify any unissued shares of
commen stock or preferred stock and to set the preferences, rights and other terms of the classified or reclassified
shares. Issuances of additional shares of stock may have the effect of delaying or preventing a change in control
of our company, including transactions at a premium over the market price of our stock, even if stockholders
believe that a change of control is in their interest. We will be able (o issue additional shares of stock or preferred
stock without stockholder approval, unless stockholder approval is required by applicable law or the rules of any
stock exchange or automated guotation system on which our securities may be listed or traded.
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Provisions of Maryland law may limit the ability of a third party te acquire control of our company.

Certain provisions of the Maryland General Corporation Law, or the MGCL, may have the effect of
inhibiting a third party from making a proposal to acquire us or of impeding a change of control under
circumstances that otherwise could provide the holders of shares of our commen stock with the opportunity to
realize a premium over the then-prevailing market price of such shares, including:

» “business combination” provisions that, subject to limitations, prohibit certain business combinations
between us and an “interested stockhoider” (defined generally as any person who beneficially owns 10%
or more of the voting power of our shares or an affiliate thereof) for five years after the most recent date
on which the stockholder becomes an interested stockholder, and thereafter imposes special appraisal
rights and special stockholder voting requirements on these combinations; and

» “control share” provisions that provide that “control shares” of our company (defined as shares which,
when aggregated with other shares controlied by the stockholder, entitle the stockholder to exercise one
of three increasing ranges of voting power in electing directors) acquired in a ““control share acquisition”
{defined as the direct or indirect acquisition of ownership or control of “control shares™) have no voting
rights except to the extent approved by our stockholders by the affirmative vote of at least two-thirds of
all the votes entitled to be cast on the matter, excluding all interested shares.

We have opted out of these provisions of the MGCL, in the case of the business combination provisions of
the MGCL by resolution of our board of directors, and in the case of the control share provisions of the MGCL
pursuant to a provision in our bylaws. However, our board of directors may by resolution elect to opt in to the
business combination provisions of the MGCL and we may, by amendment to our bylaws, opt in to the control
share provisions of the MGCL in the future.

Additionally, Title 8, Subtitle 3 of the MGCL permits our board of directors, without stockholder approval
and regardless of what is currently provided in our charter or bylaws, to implement takeover defenses, some of
which (for example, a classified board) we do not yet have, These provisions may have the effect of inhibiting a
third party from making an acquisition proposal for our company or of delaying, deferring or preventing a change
in control of our company under the circumstances that otherwise could provide the holders of our common stock
with the opportunity to realize a premivm over the then current market price,

Provisions in our executive officers’ employment agreements and the strategic alliance agreement may make a
change of control of our company more costly or difficult.

Qur employment agreements with Mr, Andrew Sims, our chief executive officer, and Mr. William Zaiser,
our chief financial officer, contain provisions providing for substantial payments to these officers in the event of
a change of control of our company. Specifically, if we terminate these executive’s employment without cause or
the executive resigns with good reason, which includes a failure to nominate Mr. Sims to our board of directors
or his involuntary removal from our board of directors, unless for cause or by vote of the stockholders, or if there
is a change of control, each of these executives is entitled to the following:

+ any accrued but unpaid salary and bonuses;
+ vesting of any previously issued stock options and restricted stock:

¢ payment of the executive’s life, health and disability insurance coverage for a period of five years
following termination;

e any unreimbursed expenses; and

« aseverance payment equal 1o five times the executive's combined salary base and actual bonus
compensation for the preceding fiscal year.
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In the event that the employment of Mr. David Folsom, our chief operating officer, is terminated without
cause or he resigns for good reason, Mr. Folsom is entitled to received the sum of the following amounts:

* any accrued but unpaid salary and bonuses;

* issuance and vesting of any previously granted stock options or restricted stock (including unissued
shares conditioned upon and in consideration of Mr. Folsom’s employment through dates set forth in the
employment agreement);

» payment of life, health and disability insurance coverage for a period of three years following
termination;

= any unreimbursed expenses; and

= and a severance payment equal to three times of the executive’s combined salary and aciual bonus
compensation for the preceding fiscal year.

In addition, these executives will receive additional payments to compensate them for the additicnal taxes, if
any, imposed on themn under Section 4999 of the Internal Revenve Code by reason of receipt of excess parachute
payments,

These provisions may make a change of control of our company, even if it is in the best interests of our
stockholders, more costly and difficult and may reduce the amounts our stockholders would receive in a change
of control transaction.

Our ownership limitations may restrict or prevent you from engaging in certain transfers of our common
stock.

In order to maintain our REIT qualification, no more than 50% in value of our outstanding stock may be
owned, directly or indirectly, by five or fewer individuals (as defined in the federal income tax laws to include
various kinds of entities) during the last half of any taxable year (other than the first year for which a REIT
election is made). To preserve our REIT qualification, our charter contains a 9.9% aggregate share ownership
limit and a 9.9% common share ownership limit. Generally, any shares of our stock owned by affiliated persons
will be added together for purposes of the aggregate share ownership limit, and any shares of common stock
owned by affiliated owners will be added together for purposes of the common share ownership limit.

If anyone transfers shares in a way that would violate the aggregate share ownership limit or the common
share ownership limit, or prevent us from continuing to qualify as a REIT under the federal income tax laws,
those shares instead will be transferred to a trust for the benefit of a charitable beneficiary and will be either
redeemed by us or sold to a person whose ownership of the shares will not violate the aggregate share ownership
limit or the commaon share ownership limit. If this transfer to a trust fails to prevent such a violation or our
continued qualification as a REIT, then we will consider the initial intended transfer to be nuoll and void from the
outset. The intended transferee of those shares will be deemed never to have owned the shares. Anyone who
acquires shares in violation of the aggregate share ownership limit, the common share ownership limit or the
other restrictions on transfer in our charter bears the risk of suffering a financial loss when the shares are
redeemed or sold if the market price of our stock falls between the date of purchase and the date of redemption or
sale.

The board of directors’ revocation of our REIT status without stockholder approval may decrease our
stockholders’ total return.

Our charter provides that our board of directors may revoke or otherwise terminate our REIT election,
without the approval of our stockholders, if it determines that it is no longer in our best interest to continue to
qualify as a REIT. If we cease 10 be a REIT, we would become subject to federal income tax on our taxable
income and would no longer be required to distribute most of our taxable income to our stockholders, which may
have adverse consequences on our total return to our stockholders.
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The ability of our board of directors to change our major corporate policies may not be in your interest.

Qur board of directors determines our major corporate policies, including our acquisition, financing, growth,
operations and distribution policies. Our board may amend or revise these and other policies from time to time
without the vote or consent of our stockholders,

Our success depends on key personnel whose continued service is not guaranteed.

We depend on the efforts and expertise of our chairman, president and chief executive officer, Andrew
Sims; our executive vice president and chief operating officer, David Folsom; and our executive vice president
and chief financial officer, William Zaiser, to manage our day-to-day operations and strategic business direction.
The loss of any of their services could have an adverse effect on our operations.

Item 1B. Unresolved Staff Comments
Not applicable.

Item 2. Properties

As of March 15, 2007, we owned the following seven hotel properties:

Number of
m Rooms Location
Hilton Philadelphia Airport .................. 331 Philadelphia, Pennsylvania
Hilton Savannah DeSoto ................. ... 246 Savannah, Georgia
Holiday Inn Brownstone .................... 187 Raleigh, North Carolina
Hilton Wilmington Riverside ................ 274 Wilmington, North Carolina
Holiday Inn Laurel West .................... 207 Laure!, Maryland
Crowne Plaza Jacksonville .................. 202 Jacksonville, Florida
Sheraton Louisville Riverside™ ... ............ 186 Jeffersonville, Indiana
Total numberofrooms ..................... 1,723

(1) The property previously operated as the Louisville Ramada Rivertront Inn is currently undergoing extensive
renovations and is expected to re-open in early 2008 as the Sheraton Louisville Riverside.

The Company alse owns two commercial units at the Shell Island Resort, a condominium resort property
located in Wrightsville Beach, North Carolina.

One lease relates to the restaurant, kitchens, meeting rooms, ballroom, laundry, maintenance shop, offices
and certain maid closets. The second lease relates to the resort’s common areas and includes the lobby,
swimming pools, outdoor café, front desk, back office, gift shop, certain storage areas, and ingress and egress
throughout the building including parking areas.

Item 3. Legal Proceedings

We are not involved in any legal proceedings other than routine legal proceedings occurring in the ordinary
course of business. We believe that these routine legal proceedings, in the aggregate, are not material to our
financial condition and results of operations.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of our stockholders during the fourth quarter of the fiscal year ended
December 31, 2006.
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PART I
Item 5. Market for Registrant’s Commen Equily, Related Stockholder Matters and Issuer Purchases of Equity
Securities
Market Information

Qur common stock trades on the American Stock Exchange under the symbol “MDH”. The following table
sets forth, for the indicated period, the high and low sales prices for the common stock, as reported on the
American Stock Exchange:

Price Range
High Low

Year Ended December 31, 2005

T O VT2 o 2 $10.05 $8.50

Second QUarer ... .. e e e $ 930 $9.00

Third Quarter . .. ..o e e e $10.70 $9.05

Fourth Quarter . ... ... .. ... .. . $ 997 $880
Year Ended December 31. 2006

FIESt IO oottt e e $98 $9.10

Second QUAMET . ... ... ...t $ 937  $8.90

Third QUATET . oo v vttt ettt e e e e e oo e $9.15 $8.75

Fourth Quarter ... ... ... i it e $10.04  $£9.07

The closing price of our common stock on the American Stock Exchange on March 15, 2007 was $10.30 per
share.

Stockholder Information

As of March 15, 2007, there were 5,278 holders of our common stock, including shares held in “street
name” by nominees who are record holders and shares held by beneficial owners.

In order to comply with certain requirements related to our qualification as a REIT, our charter, subject to
certain exceptions, limits the number of common shares that may be owned by any single person or affiliated
group to 9.9% of the outstanding common shares.

Dividend and Distribution Information

We elected to be taxed as a REIT commencing with our taxable year ending December 31, 2004. To
maintain qualification as a REIT, we are required to make annual distributions to our stockholders of at least
90% of our REIT taxable income, excluding net capital gain, which does not necessarily equal net income as
calculated in accordance with generally accepted accounting principles. The amount, timing and frequency of
distributions will be authorized by our board of directors and declared by us based upon a variety of factors
deemed relevant by our directors, and no assurance can be given that our distribution policy will not change in
the future. Qur ability to pay distributions to our stockholders will depend, in part, upon our receipt of
distributions from our operating partnership which may depend upon receipt of lease payments with respect to
our properties from our TRS Lessee, and in turn, upon the management of our properties by our hotel manager.
Distributions to our stockholders will generally be taxable to our stockholders as ordinary income: however,
because a portion of our investments will be equity ownership interests in hotels, which will result in
depreciation and non-cash charges against our income, a portion of our distributions may constitute a tax-free
return of capital. To the extent not inconsistent with maintaining our REIT status, our TRS may retain any
after-tax earnings.

In January 2005, we declared our first dividend payment of $0.17 per common share for the quarter ended

March 31, 2005. The dividend was paid on April 11, 2005. In Aprii 2005, we declared a dividend payment of
$0.17 per common share for the quarter ended June 30, 2005. The dividend was paid on July 11, 2005, In July
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20035, we declared a dividend payment of 30.17 per common share for the quarter ended September 30, 2005.
The dividend was paid on October 11, 2005. In October 2005, we declared a dividend payment of $0.17 per
common share for the quarter ended December 31, 2005. The dividend was paid January 11, 2006,

In January 2006, we declared a dividend payment of $0.17 per common share for the quarter ended
March 31, 2006. The dividend was paid on April 11, 2006. In April 2006, we declared a dividend payment of
$0.17 per common share for the quarter ended June 30, 2006. The dividend was paid on July 11, 2006. In July
2006, we declared a dividend payment of $0.17 per common share for the quarter ended September 30, 2006.
The dividend was paid on October i1, 2006. In October 2006, we declared a dividend payment of $0.17 per
common share for the quarter ended December 31, 2006. The dividend was paid January 11, 2007. We intend to
continue to declare quarterly distributions to our stockholders. The amount of future distributions will be based
upon quarterly operating results, general economic conditions, capital improvements, the Internal Revenue
Code’s annual distribution requirements, and other factors, which our board of directors deem relevant.

Comparison of Stockholder Return

The following graph compares the performance of our common stock commencing December 17, 2004 and
during the December 31, 2005 and 2006 fiscal years with SNL REIT Hotel Index, prepared by SML Financial,
LLC, and the Russell 2000 Index.

The Russell 2000 Index measures the performance of the 2,000 smallest companies in the Russell 3000
Index, with a median market capitalization of approximately $613.5 million. The SNL Hotel REIT Index is
currently comprised of 17 publicly traded hotel REITs, organized for purposes substantially similar to ours.
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item 6. Selected Financial Data

The following table sets forth selected historical financial data for MHI Hospitality Corporation beginning
with its commencement of operations on December 21, 2004, The table sets forth selected historical financial
data for MHI Hotel Services Group. For periods ending prior to December 21, 2004, MHI Hotel Services Group
is considered the predecessor to MHI Hospitality Corporation for accounting purposes.

The financial data for MHI Hotels Services Group is comprised of financial infermation for the entities and
interests formerly under common ownership and control by Edgar Sims, Jr., Jeanette Sims, Andrew Sims,
Kim Sims and Christopher Sims. MHI Hotels Services Group formerly included three of our initial hotel
properties: the Holiday Inn Downtown Williamsburg, the Hilton Wilmington Riverside and the Hilton Savannah
DeSoto. Ownership interests in the entities that owned these properties were contributed to our operating
partnership upon the completion of our initial public offering. The following selected historical financial data for
MHI Hospitality Corporation for the years ended December 31, 2006 and 2005 and the period December 21,
2004 to December 31, 2004, and for MHI Hotels Services Group for the period January 1, 2004 to December 20,
2004 and the years ended December 31, 2003 and 2002 were derived from audited combined financial statements
contained elsewhere in this Annual Report on Form 10-K. These financial statements have been audited by
PKF Witt Mares, PLC (formerly Witt, Mares & Company, PLC) our independent registered public accounting
firm. The audited historical financial statements include reclassifications and all adjustments, consisting of
normal recurring adjustments, which we consider necessary for a fair presentation of our financial condition and
the results of operations as of those dates and for those periods under accounting principles generally accepted in
the United States of America.
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The information presented below is only a summary and does not provide all of the information contained in
our financial statements and those of our predecessor entities, including notes thereto, and should be read
together with “Management’s Discussion and Analysis of Financial Condition and Results of Operations” and
our combined financial statements and related notes included elsewhere in this Annual Report on Form 10-K.

MHI HOSPITALITY CORPORATION AND PREDECESSOR
SELECTED HISTORICAL FINANCIAL DATA

MHI Hospitality Corporation MHI Hotels Services Group
Period from Period from
December 21, January 1,
Year Ended Year Ended 2004 to 2004 to Year Ended Year Ended
December 31, December 31, December 31, December 20, December 31, December 31,
2006 2005 2004 2004 2003 2002
Statement of Operations
Total Revenues . . ...... $ 67,241,797 $ 55,173,554 $ 624,403 $ 23,194,692 $ 21,520,963 § 20,935,884
Total Operating
Expenses excluding
Depreciation and
Amortization ....... (52,802,704) (44,452,064) (4,707.616) (17,622,400) (16,918,062) (16,313,619)
Depreciation and
Amortization ....... (4,916,721) (4,071,774} (124,504) (1,515,228)  (1,833,082) (2.019,677)
Net Operating Income
(Loss) ............. 9,522,372 6,649,716 (4,207, 7117) 4,057,064 2,769,819 2.602,588
Interest Income ... ..... 253954 126,741 340 1,753 3,668 9,379
Interest Expense . ...... (4,261,422) (2,802,230) (57,437) (2,057,828)  (2,167,657) {2,253,694)
Other Income— Net . . .. (127.876) (235,378) — (90,877) (191,312) (226,478)
Minority Interest ... ... (1,889,387) {1,407,268) 1,587,550 (663.011) (152,097) (224 864)
Income Tax Benefit
{Provision) ......... (253,966) 257,218 180,413 —_ — —
Income (Loss) from
Discontinued
Operations . ........ (62,663) (107,348) (37,371} (253,823) {122.585) {28,970}
Net Income (Loss} ..... $ 3,181,012 $ 2,481,451 $ (2,534,222) $ 993278 § 139836 $§ (122,039)
Statement of Cash Flows
Cash from (used in)
Operations—net .. ... $ 10,843,705 $ 6,439,636 $ (2.980,647T) $ 3.098610 $ 2,710,595 $ 2,068,531
Cash from (used in)
Investing— net ... .. (12,707,729) (15,760,313) (58,120,919) (8923000  (2,397,600) (1,372,064}
Cash from (used in}
Financing—net ..... 2,807,705 1,508,134 69,415,919 (2,125,840) (400,011 (974,065)
Net Income (Decrease)
inCash ............ $ 943,681 3 (7.812,543) $ 8314353 % 80470 $  (87,016) § (277.598)
Balance Sheet
Total AssetsV, ., ,..... $127,602,813 $118,385,923 $94,232.244 $ —  $30,757456 $ 30,600,738

Total Long-Term Debt
including Current

Portion) .. .. ...... 41,607,099 42,686,943 27,753,188 — 29,640,738 30,548,250
Total Current and Long-

Term Liabilities®) . . .. 64,579,738 53,364,455 33,366,074 — 32,924,595 33,678,765
Minority Interestt? . .. .. 21,001,287 21,805,572 21,118,257 — (521,268) (489,365)
Total Owners’ Equity

(Deficiep!r . ... ... .. 42,021,788 43,215,896 39,747,313 — (1,645,871} (2,588,662)

Operating Data
Average Number of
Available Rooms . ... 1,537 1375 1,245 520 520 520

Total Number of
Awvailable Room

Nights ............. 561,005 502,021 13,695 184,600 189,800 189,800
Occupancy

Percentage® . ... .... 69.7% 69.6% 37.6% 70.6% 69.7% 69.2%
Average Daily Rate

(ADRY2 . ,........ $ 112.22 $ 103.34 $ 79.66 $ 11433 % 10341 % 103.05
RevPAR® . .. .. ... $ 78.26 $ 71.96 $ 29.98 $ 80.67 § 7213 § 71.32

Additienal Financial Data

FFO® ... ... ... $ 10,038,636 $ 8462468 $ (3,972,633) $ 3,303,551 $ 27338318 § 2,338,961
Earnings Per Share . . ... $ 0.47 $ 0.37 $ (0.42) $ — % —  $ —
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(1
(3]

(3)

Reconciliation of FFO

As of the period end.

Occupancy Percent is calculated by dividing the total daily number of rooms sold by the total daily number of rooms availuble. Average
Daily Rate, ADR, is calculated by dividing the total daily room revenue by the total daily number of rooms sold. Revenue Per Available
Room, RevPAR, is calculated by dividing the total daily room revenue by the total daily number of rooms available.

Funds from Operations, FFO, is vsed by industry analysts and investors as a supplemental operating performance measure of an equity
REIT. FFQ is calculated in accordance with the definition that was adopted by the Board of Governors of the National Association of
Real Estate Investment Trusts, NAREIT. FFO, as defined by NAREIT, represents net income or loss determined in accordance with
GAAP, excluding extraordinary items as defined under GAAP and gains or losses from sates of previously depreciated operating real
estate assets, plus certain non- cash items such as real estate asset depreciation and amortization, and after adjustment for any minority
interest from unconselidated partnerships and joint ventures. Historical cost accounting for real estate assets in accordance with GAAP
implicitly assumes that the value of real estate assets diminishes predictably over time. Since real estate values instead have historically
risen or fallen with market conditions, many investors and analysts have considered the presentation of operating results for real estate
companies that use historical cost accounting 10 be insufficient by itself. Thus, NAREIT created FFO as a supplemental measure of REIT
operating performance that excludes historical cost depreciation, among other items, from GAAP net income, Management believes that
the use of FFQ, combined with the required GAAP presentations, has improved the understanding of the operating results of REITs
among the investing public and made comparisons of REIT operating results more meaningful. Management considers FFO to be a
useful measure of adjusted net income (loss) for reviewing comparative operating and financial performance because we believe FFO is
most directly comparable to net income (loss), which remains the primary measure of performance, because by excluding gains or losses
related 10 sales of previously depreciated operating real estate assets and excluding real estate asset depreciation and amortization, FFQ
assists in comparing the operating performance of a company's real estate between periods or as compared to different companies.
Although FFQ is intended to be a REIT industry standard, other companies may not calculate FFO in the same manner as we do, and
investors should not assume that FFQO as reported by us is comparable to FFOQ as reported by other REITs. Below is a reconciliation of
FFQO to net income (loss).

MHI Hotels Services Group

Period from
January 1,
2004 to
December 20,
2004

MHI Hospitality Corporation

Period from
December 21,
2004 to
December 31,
2004

Year Ended
December 31,
2003

Year Ended
December 31,
2002

Year Ended
December 31,
2005

Year Ended
December 31,
2006

NetIncome (Loss) .. ...oovovnn..

$ 3,181,012
1,852,888

$2,481.451
1,436,064

$ 993278
595,539

§ 139,836
152,097

$ (122,039)
224,864

$(2,534,221}

Add Minority Interest .........
Add Depreciation and
Amortization ..............
Subtract Gain/ Add Loss on
Asset Disposal .............
Funds From Operations . . ..., ..

(1,611,311)

5,053,589 4,309,575 172,899
235,378

$8,462,468

{48.853)

$10,038,636 $(3,972,633)

1,714,734 2,045,250 2,236,136
— 1,135 —

$3,303,551 $2,338,318 $2,338,961

FFO does not represent cash generated from operating activities as determined by accounting principles
generally accepted in the United States of America (“GAAP") and should not be considered as an alternative to
GAAP net income, as an indication of our financial performance, or to cash flow from operating activities as
determined by GAAP, as a measure of liquidity. In addition, FFO is not indicative of funds available to fund cash

needs, including the ability to make cash distributions.
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ltem 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
Overview

We are a self-advised REIT incorporated in Maryland in August 2004 to pursue current and future
opportunities in the fuli-service, upper upscale, upscale and mid-scale segments of the hotel industry. We
commenced operations in December 2004 when we completed our initial public offering and sold 6,000,000
shares of common stock, resulting in net proceeds (after deducting underwriting discounts and offering expenses)
of approximately $54.8 million. In conjunction with the initial public offering, we sold an additional 700,000
shares of common stock as a result of the exercise of the underwriters’ over-allotment option in January 2005,
resulting in additional proceeds of approximately $6.5 million.

Concurrent with the completion of the initial public offering, we acquired six hotel properties. On July 22,
2005, we acquired the Crowne Plaza Jacksonville (formerly, the Hilton Jacksonville Riverfront}. On August 10,
2006, we sold the Holiday Inn Downtown Williamsburg. On September 20, 2006, we acquired the Louisville
Ramada Riverfront Inn, which is under renovation and which we anticipate will re-open in early 2008 as the
Sheraton Riverside Louisville. Our hotel portfolio currently consists of seven full-service, upper upscale and
mid-scale hotels. We own a 100% interest in all of our hotels. We also have a leasehold interest in a resort
condominium facility. As of December 31, 2006, we owned the following hotel properties:

Number of

Property Rooms Location [date of Acquisition
Hilton Philadelphia Airport . ......... 331 Philadelphia, PA December 21, 2004
Holiday Inn Laurel West ............ 207 Laurel, MD December 21, 2004
Holiday Inn Brownstone . . ........... 187 Raleigh. NC December 21, 2004
Hilton Wilmington Riverside . ..., . ... 274 Wilmington, NC December 21, 2004
Hilton Savannah DeSoto ........ . ... 246 Savannah, GA December 21, 2004
Crowne Plaza Jacksonville ........... 292 Jacksonville, FL July 22, 2005
Sheraton Louisville Riversidet® .., | .. 186 Jeffersonville, IN September 20, 2006

Total ... o 1,723

(1) The property previously operated as the Louisville Ramada Riverfront Inn is currently undergoing extensive
renovations and is expected to re-open in early 2008 as the Sheraton Louisville Riverside.

We conduct substantially all our business through our operating partnership, MHI Hospitality, L.P. We are
the sole general partner of our Operating Partnership and we own an approximate 64.4% interest in our Operating
Partnership, with the remaining interest being held by limited partners who were contributors hotel properties and
related assets.

To qualify as a REIT, we cannot operate hotels. Therefore, our operating partnership leases our hotel
properties to our TRS Lessee. Our TRS Lessee has engaged MHI Hotels Services to manage our hotels. Our TRS
Lessee and its parent, MHI Hospitality TRS Holding, Inc., are consolidated into our financial statements for
accounting purposes. The earnings of MHI Hospitality TRS Holding, Inc. are subject to taxation similar to other
C corporations.

Key Operating Metrics

In the hotel industry, most categories of operating costs, with the exception of franchise, management, and
credit card fees and the costs of the food and beverages served, do not vary directly with revenues. This aspect of
our operating costs creates operating leverage, whereby changes in sales volume disproportionately impact
operating results. Room revenue is the most important category of revenue and drives other revenue categories
such as food and beverage and telephone. There are three key performance indicators used in the hotel industry to
measure room revenues:

¢ Occupancy, or the number of rooms sold, usually expressed as a percentage of total rooms available;
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= Average daily rate or ADR, which is total room revenue divided by the number of rooms sold; and

* Revenue per avaiiable room or RevPAR, which is the room revenue divided by the total number of
available room nights.

Results of Operations
Comparison of Year Ended December 31, 2006 to Year Ended December 31, 2005

The following table illustrates the key operating metrics for the years ended December 31, 2006 and 2005
for the six operational properties that are in our current portfolio. Accordingly, it does not reflect the performance
of the Holiday Inn Downtown Williamsburg or the property previously operated as the Louisville Ramada
Riverfront Inn.

Year Ended December 31,

2006 2005
Current Portfolio®®
OCCUPANCY TB . o o 69.7% 70.3%
ADR e $112.22 $104.53
RevP AR .. e e $ 78.26 $ 73.48

(1) The statistics presented for the current portfolio reflect the full-year metrics for all of the six operational
hotels in our portfolio at the end of 2006.

Revenue. Total revenue for the year ended December 31, 2006 was approximately $67.2 million, an increase
of approximately $12.0 mitlion or 21.9% from total revenue for the year ended December 31, 2005 of
approximately $55.2 million. Approximately $6.1 million of the increase was attributable to the operating results
of the Crowne Plaza Jacksonville, which was acquired in fuly 2005. Strong growth in all revenue categories
contributed to the remainder of the increase.

Room revenues at our properties for the year ended December 31, 2006 increased approximately
$7.8 million or 21.5% to approximately $43.9 million compared to room revenues for the year ended
December 31, 2005. Approximately $3.9 million of the increase was attributable to operating results of the
Crowne Plaza Jacksonville. Our other five operational hotels experienced an average 12.0% increase in RevPAR
through a combined increase in occupancy of 2.5% and average ADR growth of 9.3%. A new mix of business, a
strong market, and the completion of room renovations caused a significant increase in ADR at our Philadelphia
property. Our efforts to re-position our property in Laurel, Maryland coupled with the completion of renovations
also contributed to the significant increases in ADR at that property.

Food and beverage revenues at our properties for the year ended December 31, 2006 increased
approximately $2.7 million or 16.4% to approximately $19.1 million compared to food and beverage revenues
for the year ended December 31, 2005. Approximately $1.7 million of the increase was attributable to operating
results of the Crowne Plaza Jacksonville. Our other five operational hotels experienced an average 6.7% increase
in food and beverage revenues with the largest increases occurring at our Wilmington and Laurel properties.

Other operating revenues for the year ended December 31, 2006 increased approximately $1.6 million or
45.4% to approximately $4.2 million compared to other operating revenues for the year ended December 31,
2005. Approximately $0.6 million of the increase was attributable to the operating results of the Crowne Plaza
Jacksonville. In the last half of 2006, we realized approximately $0.7 million in consulting fees from the
developer of the Hollywood, Florida condominium hotel project. In addition, we realized revenue from the lease
of restaurant space commencing November 2005 at the Holiday Inn Laurel West that had previously undergone
ten months of renovation.
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Hotel Operating Expenses. Hotel operating expenses, which consist of room expenses, food and beverage
expenses, other direct expenses, indirect expenses, and management fees, increased approximately $7.8 million
or 18.5% for the year ended December 31. 2006 to approximately $50.2 million compared to hotel operating
expenses for the year ended December 31, 2005. Approximately $5.0 million of the increase was attributable to
the operating results of the Crowne Plaza Jacksonville.

Rooms expense at our properties for the year ended December 31, 2006 increased approximately
$2.1 million or 21.6% to approximately $12.1 million compared to rooms expense of approximately
$£10.0 million for the year ended December 31, 2005. Approximately $1.1 million of the increase was attributable
1o the operating results of the Crowne Plaza Jacksonville. Much of the remaining increase relates to increased
expenses at our Hilton brand properties for the cost of replacing room amenities as well as the increased cost of
implementing a franchisor-mandated bedding program.

Food and beverage expenses at our properties for the year ended December 31, 2006 increased
approximately $1.6 million or 14.5% to approximately $13.0 million compared food and beverage expense of
approximately $11.4 million for the year ended December 31, 2005 due mostly to the increase in food and
beverage sales. Indirect expenses at our properties for the year ended December 31, 2006 increased
approximately $3.9 million or 19.2% to approximately $24.2 million compared to indirect expense of
approximately $20.3 million for the year ended December 31, 2005. Approximately $2.5 million of the increase
was attributable to the operating results of the Crowne Plaza Jacksonville. Sales and marketing expenses, hotel
franchise fees, and management fees increased significantly as these expenses vary directly with increases in
revenue.

Depreciation and Amortization. Depreciation and amortization for the year ended December 31, 2006
increased approximately $0.8 million or 20.8% to approximately $4.9 miltion compared to depreciation and
amortization expense of approximately $4.1 million for the year ended December 31, 2005, The increase in
depreciation and amortization was aitributable to the addition of depreciable assets inciuding the Crowne Plaza
Jacksonville acquired in July 2005. the renovations there as well as renovation at our Philadelphia and Laurel
properties,

Corporate General and Administrative. Corporate general and administrative expenses for the year ended
December 31, 2006 increased approximately $0.5 million or 25.1% to approximately $2.6 million compared to
corporate general and administrative expense of approximately $2.1 million for the year ended December 31,
2005. An increase in staffing inciuding the hiring of our Chief Operating Officer in January 2006 and our Chief
Accounting Officer in May 2005 contributed to the increase. We also incurred higher costs for employee
benefits, printing, and office rent.

Net Operating Income. Operating income for the year ended December 31, 2006 increased approximately
$2.9 million or 43.2% to approximately $9.5 million compared to approximately $6.6 million of operating
income for the yvear ended December 31, 2005 as a result of the operating results discussed above.

Inrerest Expense. Interest expense for the year ended December 31, 2006 increased approximately
$1.5 million or 52.1% to approximately $4.3 million compared to approximately $2.8 million of interest expense
for the year ended December 31, 2005 primarily due to the mortgage on the Crowne Plaza Jacksonville acquired
in July 2005 and borrowings on the credit facility.

Income Taxes. We made a provision for income taxes for the year ended December 31, 2006 of
approximately $0.3 million compared to an income tax benefit of approximately $0.3 million for the year ended
December 31, 2003, Income tax benefits of approximately $0.1 million and $0.3 million for the years ended
December 31, 2006 and 2005, respectively, resuit from taxable operating losses incurred by our TRS lessee. The
income tax benefit was offset by a proviston for state and local income taxes, primarily to the City of
Philadelphia, of approximately $0.4 million for the year ended December 31, 2006.
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Net Income. Net income for the year ended December 31, 2006 increased approximately $0.7 million or
28.2% to approximately $3.2 million compared to approximately $2.5 million for the year ended December 31,
2005 as a result of the operating results discussed above.

Comparison of Year Ended December 31, 2005 to Year Ended December 31, 2004

The following table illustrates the key operating metrics for the years ended December 31, 2005 and 2004
for the six operational properties that are in our current portfolio. Accordingly, it does not reflect the performance
of the Holiday Inn Downtown Williamsburg or the property previously operated as the Louisville Ramada
Riverfront Inn. MHI Hotels Services has managed all the properties during the time period with the exception of
the Holiday Inn Laurel West (formerty the Best Western Maryland Inn) which it has operated only since we
purchased the property in December 2004.

Year Ended December 31,

2005 2004
Current Portfoliot!
OCCUPANCY To o oottt e e e 70.3% 72.4%
AD R . e e $104.53 $92.55
RevPAR ... e $ 73.48 $67.04

(1) The statistics presented for the current portfolio reflect the full-year metrics for the six operating hotels in
our portfolio at the end of 2006.

The consolidated and combined financial information presented herein includes all the accounts of the
Company beginning with its commencement of operations on December 21, 2004. Prior to that time, the
information relates to MHI Hotels Services Group, the predecessor to MHI Hospitality Corporation for
accounting purposes. Securities and Exchange Commission regulations require inclusion of predecessor financial
information for the pericds prior to MHI Hospitality Corporation’s commencement of operations.

The following table reflects key line items from our consolidated and combined statements of operations for
the years ended December 31, 2005 and 2004.

The Company The Predecessor
The Company Period from Period from Company and Favorable
Year Ended December 21, 2004 January 1, 2004 Predecessor (Unfavorable)
December 31, to to Year Ended Change
2008 December 31,2004  December 20, 2004  December 31, 2004 2005 to 2004

Total Revenue ........ $ 55,173,554 $ 624,403 $ 23,194,692 $ 23819095 § 31,354,459
Total Hotel Operating

Expenses ........... (42,380.418) (904,998) (17,622,400) (18,527,398) (23,853,020)
Depreciation and

Amortization ....... (4,071,774) (124,504) (1,515,228) (1,639,732) (2,432,042)
Corporate General &

Administrative . ... .. (2,071,646) (3,802,618) — (3,802,618) 1,730,972
Net Operating Income

(Loss) ............. 6,649,716 (4,207.717) 4,057,064 (150,653) 6,800,369
Interest Expense ... .. .. (2,802,230) (57.437) (2,057,828) (2,115,265) (686,965)
Other Income

(Expense) .......... (108,637) 340 (89,124) {88,734) (19,853)
Minority Interest . . .. ... (1,407,268) 1,587,550 (663,011) 924,539 (2,331,807)
Income Tax Benefit . ... 257,218 180,413 —_ 180,413 76,805
Discontinued

QOperations . ........ (107,348) (37.371) (253,823) (291,194) 183,846
Net Income (Loss) ... .. $ 2481451 $(2,534,222) $ 993278 $ (1,540,944) § 4,022,395
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Revenue. Total revenue for the year ended December 31, 2005 was approximately $55.2 million, an increase
of approximately $31.4 miltion or 131.6% from combined total revenue for the year ended December 31, 2004 of
approximately $23.8 million for the Company and the Predecessor. The increase was primarily due to
approximately $28.9 million of incremental revenues attributable to the acquisition of three hotel properties in
December 2004 pursuant to the completion of the initial public offering and one hotel property in the third
quarter of 2005. Revenues increased due to increases in both room revenue and food and beverage revenues.

Room revenues for the year ended December 31, 2005 increased approximately $20.8 million or 136.1% to
approximately $36.1 million compared to combined room revenues in 2004, The increase was primarily due to
approximately $19.8 million of incremental revenues attributable to the acquisition of three hotel properties in
December 2004 (the Holiday Inn Brownstone, the Hilton Philadelphia Airport and the Holiday Inn Laurel West)
and one hotel property in the third quarter of 2003. As a group, our properties increased room revenue by
approximately $3.5 million or 9.6%. Most properties experienced ADR growth between 3% and 7%. A new mix
of business, a strong market, and the completion of room renovations caused a significant increase in ADR at our
Philadelphia property. Qur efforts to re-position our property in Laurel, Maryland coupled with the completion of
renovations also contributed to the significant increases in ADR at that property.

Food and beverage revenues for the year ended December 31, 2005 increased approximately $8.8 miliion or
115.0% to approximately $16.4 million compared to combined food and beverage revenues in 2004, The increase
was primarily due to approximately $8.1 million of incremental revenues attributable to the acquisition of three
hotel properties in December 2004 and one hotel property in the third quarter of 2005, As a group, our properties
increased food and beverage revenue by approximately $2.3 million or 13.4%. We experienced the largest
increase at our Laurel property, which was not included in the predecessor group or under the management of
MHI Hotels Services prior to our initial public offering. This increase was due to a greater focus on banqueting
and group sales.

Hotel Operating Expenses. Hotel operating expenses, which consist of room expenses, food and beverage
expenses, other direct expenses, indirect expenses, and management fees, increased approximately $23.9 million
or 128.7% for the year ended December 31, 2005 to approximately $42.4 million compared to combined hotel
operating expenses in 2004, primarily due to approximately $22.2 million of incremental expense attributable to
the acquisition of three hotel properties in December 2004 pursuant to the completion of the initial public
offering and one hotel property in the third quarter of 2005.

Rooms expense for the year ended December 31, 2005 increased approximately $6.1 million or 161.3% to
approximately $10.0 million compared to combined rooms expense in 2004. The increase was primarily due to
approximately $5.9 million of incremental expenses attributable to the acquisition of three hotel properties in
December 2004 and one hotel property in the third quarter of 2005. As a group, our properties experienced an
increase in rooms expense of approximately $1.0 million or 10.2% in 2005 over the prior year. A decrease in
costs related to the 2.24% drop in occupancy was offset by an increase in costs that vary directly to revenue,
Additional cleaning costs were also incurred related to the renovations at our Laurel and Philadelphia properties.

Food and beverage expenses for the year ended December 31, 2005 increased approximately $6.1 million or
114.9% to approximately $11.4 million compared to combined food and beverage expense in 2004 due mostly to
the increase in food and beverage sales. Indirect expenses for the year ended December 31, 2005 increased
approximately $11.3 million or 125.7% to approximately $20.3 million compared to combined indirect expenses
in 2004. The increase was primarily due to approximately $1 1.2 million of incremental expenses attributable to
the acquisition of three hotel properties in December 2004 and one hotel property in the third quarter of 2005. As
a group, our properties experienced an increase in indirect expense of approximately $0.9 million or 4.1% in
2003 over the prior year. Indirect expenses increased as a result of increased energy costs at all the properties and
increased repairs and maintenance related to the renovations at our Laure] and Philadelphia properties. The
increases were partially offset by a reduction in management fees negotiated with MHI Hotels Services as part of
the master management agreement executed pursuant to the initial public offering.
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Depreciation and Amortization. Depreciation and amortization for the year ended December 31, 2005
increased approximately $2.4 million or 148.3% to approximately $4.1 million compared to combined
depreciation and amortization expense in 2004. The increase in depreciation and amortization was attributable to
the acquisition of three hotel properties and the leasehold interest in the commercial spaces at the Shell Island
Resort in December 2004 and one hotel property in the third quarter of 2005. Apart from the acquisitions related
to the initial public offering and in the third quarter of fiscal 2005, depreciation and amortization would have
remained at approximately $1.6 million.

Corporate General and Administrative. Corporate general and administrative expenses for the year ended
December 31, 2005 decreased approximatety $1.7 million or 45.5% compared to combined corporate general and
administrative expense in 2004. Prior to the commencement of operations on December 21, 2004, there were no
corporate expenses. Upon formation of the Company, start-up costs were recognized as well as costs associated
with the amendment and restructuring of the management agreements. In addition, the Company recognized
expense in 2004 for non-recurring ancillary legal and accounting costs not directly related to the offering.

Net Operating Income. Operating income for the year ended December 31, 2005 increased approximately
$6.8 million compared to combined operating income in 2004 as a result of the operating results discussed above.

Interest Expense. Interest expense for the year ended December 31, 2005 increased approximately
$0.7 million or 32.5% to approximately $2.8 million compared to combined interest expense in 2004, primarily
due to interest attributable to the mortgage on the Crowne Plaza Jacksonville acquired in July 2005.

Income Tax Benefit. Income tax benefit for the year ended December 31, 2005 increased approximately
$0.1 million or 42.6% compared to the combined income tax benefit in 2004. Income tax benefits resuit from
taxable operating losses incurred by our TRS lessee. The taxable operating loss incurred by our TRS lessee for
the year ended December 31, 2005 was greater than the loss incurred in the period from December 21, 2004 to
December 31, 2004. The entities that owned the hotels in the accounting predecessor were limited liability
companies and a limited liability partnership and, no income tax benefit or provision for income tax is included
in the financial statements for such entities.

Discontinued Operations. Net loss from the operations of the Holiday Inn Downtown Williamsburg (net of
minority interest and income tax benefit) improved by approximately $0.2 million or 63.1% to approximately
$0.1 million compared to a loss of approximately $0.3 million in 2004. An increase in operating losses was offset
by an elimination of interest expense as the mortgage on the property was paid off upon formation of the
Company. In addition, we recognized an income tax benefit to our TRS lessee attributable to the hotel’s
operations in 2005 whereas in 2004 the accounting predecessor, for reasons previously discussed, accounted for
no income tax benefit.

Net Income(Loss). Net income for the year ended December 31, 2005 increased approximately $4.0 million
to approximately $2.5 million from a loss of approximately $1.5 million in 2004 as a result of the operating
results discussed above.

Sources and Uses of Cash

Operating Activities. Our principal source of cash to meet our operating requirements, including
distributions to unit holders and stockholders as well as repayments of indebtedness, is the operations of our
hotels. Cash flow provided by operating activities for the year ended December 31, 2006 was approximately
$10.8 million, We expect that the net cash provided by operations will be adequate to fund the Company’s
operating requirements, debt service and the payment of dividends in accordance with federal income tax laws
which require us make annual distributions to our stockholders of at least 90% of our REIT taxable income,
excluding net capital gain. We declared dividends of $0.17 per share (unit) paid on January 11, 2006, April 11,
2006, July 11, 2006, and October 11, 2006, which we funded out of working capital.
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Investing Activities. We substantially completed renovations at three of our initial six hotels in fiscal year
2005. We renovated the Crowne Plaza Jacksonville in fiscal year 2006. During the year ended December 31,
2006, approximately $7.0 million was spent on renovations and capital improvements. Of that amount,
approximately $1.9 million was funded from our capital improvement reserve.

On August 10, 2006, we sold the Holiday Inn Downtown Williamsburg for $4.75 million. We tock back
three promissory notes totaling $4.33 million from the purchaser and received the remainder of the purchase
price in cash. The purchaser refinanced promissory notes in the amount of $2.63 million and $1.4 million in the
first quarter 2007. We currently hold a 20-year premissory note bearing interest at 8.0% with interest-only
payments due monthly for the first four years and payments under a 20-year amortization schedule thereafter.
The note is secured by the hotel and personal guarantees of affiliates of the purchaser. The sale vielded cash
proceeds before refinance of the promissory notes of approximately $0.1 million.

On September 20, 2006, we purchased the 186-room Louisville Ramada Riverfront Inn in Jeffersonville,
Indiana for approximately $7.7 million including transaction costs. We structured the purchase to meet the
requirements of a Sec. 1031 like-kind exchange, enabling us to defer tax on all capital gains on the sale in August
2006 of the Williamsburg property. To facilitate the closing of the acquisition, we accessed approximately
$7.6 million from the credit facility, and approximately $0.1 million in cash proceeds from the sale of the
Williamsburg property.

These activities represent our cash flow used in investing activities for the year ended December 31, 2006 of
approximately $12.7 million.

Financing Activities. For the year ended December 31, 2006, net cash provided by financing acrivities was
approximately $2.8 million. During the course of the year we borrowed approximately $11.7 million to fund the
purchase of the Louisville Ramada Riverfront Inn in Jeffersonville, Indiana, the costs of renovations at the
Crowne Plaza Jacksonville that have not yet been reimbursed from the capital improvements reserve, and
additional working capital. We incurred costs of approximately $0.6 million associated with the refinancing of
our four-year revolving credit facility and made principal payments of approximately $1.1 million as required
under various mortgage loan agreements. We also used approximately $7.2 million to make distributions to our
unitholders and dividends to holders of our common stock.

Liquidity and Capital Resources

As of December 31, 2006, we had cash and cash equivalents of approximately $4.0 million, of which
$2.6 million was in restricted reserve accounts and real estate tax escrows. Coincident with the purchase of the
Crowne Plaza Jacksonville, we placed $3.0 million into a capital improvement reserve with Mercantile Safe
Deposit and Trust Company, the mortgagor’s trustee. During the year ended December 31, 2006, approximately
$1.9 million was expended from the reserve. On May 9, 2006, we replaced our existing $23.0 million secured
line of credit with a revolving credit facility for up to $60.0 million. We expect the facility to be available to
finance working capital, acquisitions of individual hotels as well as contributions to cne or more joint ventures
through which we would finance the acquisition of a portfolio of hotels. For a discussion of the new credit
facility, please see Note 5, Credit Facility, to the Company’s consolidated financial statements provided in this
report.

Our long-term liquidity needs will generally include the funding of future acquisitions and development
activity, the retirement of mortgage debt and amounts outstanding under our secured credit facility, and
obligations under our tax indemnity agreements, if any. We remain committed to maintaining a flexible capital
structure, Accordingly, in addition to the sources described above with respect to our short-term liquidity, we
expect to meet our long-term liquidity needs through a combination of some or all of the following;

» The issuance by the operating partnership of the Company and/or their subsidiary entities of secured and
unsecured debt securities;
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» The incurrence by the subsidiaries of the operating partnership of mortgage indebledness in connection
with the acquisition or refinancing of hote! properties;

* The issuance of additional shares of our common stock or preferred stock;
e The issuance of additicnal units in the operating partnership;
» The selective disposition of non-core assets; and

*  The sale or contribution of some of our wholly owned properties, development projects or development
land to strategic joint ventures to be formed with unrelated investors, which would have the net effect of
generating additional capital through such sale or contributions.

We anticipate that our available cash and cash equivalents and cash flows from operating activities, with
cash available from borrowings and other sources, will be adequate to meet our capital and liquidity needs in
both the short and long term. However, if these sources of funds are insufficient or unavailable, our ability to
satisfy cash payment obligations and make stockholder distributions may be adversely affected.

Capital Expenditures

Recurring capital expenditures for the replacement and refurbishment of furniture, fixtures and equipment,
as well as debt service, are our most significant short-term liquidity requirements. During the next 12 months, we
expect capital expenditures will be funded by our replacement reserve accounts, other than costs that we incur to
make capital improvements required by our franchisors. With respect to two of our hotels, the reserve accounts
are escrowed accounts with funds deposited monthly (5% of gross sales), and reserved for capital projects. The
Hilton Savannah DeSoto and Hillon Wilmington Riverside have these reserve accounts. Our intent for the capital
expenditures at all hotels is to maintain overall capital expenditures at 4% of gross revenue.

On September 13, 2005, the Company entered into an agreement to purchase an interest in a condominium
hotel property in Hollywood, Florida that last operated as the Ambassador Resort. The seller has agreed to
renovate the hotel and complete a condominium conversion. We have secured a franchise for the hotel. Closing
of the transaction is contingent on a variety of factors. Purchase of the interest in the property and costs related to
pre-opening expenses are expected to be incurred in the second quarter of fiscal 2007 and will total
approximately $3.0 million. Such costs will be funded out of working capital.

In addition. under the terms of the agreement, as amended on September 25, 2006, we may be required by
the developer to purchase a maximum of 100 un-sold condominium units on or before August 1, 2007 ata
maximum price of $197,000 per unit subject to certain terms and conditions. In the event that the developer
exercises his option, the purchase of additional units will be funded by additional borrowings on the credit
facility.

On September 20, 2006, we purchased the Louisville Ramada Riverfront Inn in Jeffersonville, Indiana with
the intention of renovating and re-branding the hotel. On February 23, 2007, we obtained a 15-year franchise
license agreement with Starwood Hotels and Resorts to brand the property as a Sheraton hotel. Renovation costs
are estimated at approximately $10.5 million and the property is expected to re-open in the first quarter 2008.
Such costs will be funded by additional borrowings on the credit facility.

The franchise license for the Hilton Wilmington Riverside has been renewed and extended to March 2018.
To comply with the re-licensing agreement, we must complete a property improvement plan (“FIP”). We
estimate the cost of the required renovations to be approximately $10.0 million and anticipate the costs will be
incurred between the first quarter 2007 and the first quarter 2008. The renovations will be funded initially by
additional borrowings on the credit facility and subsequently through refinancing the existing mortgage.

The franchise license for the Hilton Savannah DeSoto Hotel expires in June 2008. In conjunction with the
re-licensing agreement, we expect that we will be required to complete a PIP, however, the scope of required
renovations has not been determined. We estimate the cost of renovations to range between $6.0 million and
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$10.0 miilion and anticipate that the costs will be expended between the fourth quarter 2007 and the second
quarter 2008. The renovations will be funded initially by additional borrowings on the credit facility and
subsequently through refinancing the existing mortgage.

Mortgage Debt

We have approximately $41.6 million of outstanding debt. The following table sets forth the morigage debt
outstanding at December 31, 2006:

Principal

Balance as of Prepayment Interest Maturity  Amortization
Property December 31, 2006  Penalties™ Ratet? Date Provisions

(In thousands)
Hilton Savannah DeSeote ................. $ 9,685 yes 7.49% Nov 2008 20 years
Hilton Wilmington Riverside .............. 13,922 yes 8.22% Mar 2008 20 years
Crowne Plaza Jacksonville ............... 18,000 3} 8.00% Jul 2010 None
Total ..o $41,607

1 As of December 31, 2006 the prepayment penalty for the Hilton Savannah DeSoto was $0.4 million and the
prepayment penalty for the Hilton Wilmington Riverside was $0.6 million. We expect that both mortgages
may be refinanced during 2007.

2 Fixed rate,

3 The note may not be prepaid prior to July 2009.A prepayment may be made following that date without
penalty.

Contractual Obligations

The following table outlines our contractual obligations as of December 31, 2006, and the effect such
obligations are expected to have on our liuidity and cash flow in future periods, (in thousands).

Payments due by period (in thousands)

Less than More than
Contractual Obligations Total 1 year 1-3 vears  3-5 years 5 years
Mortgage loans, including interest .................... $49.445 $4.436 $26,208 $18801  $—
Revolving credit facility, including interest .. ........... 19,225 1,191 2,382 15,652 —
Ground, building and office leases .................... 2,213 352 641 606 614
TOtalS . et e $70,883 $5,979 $29,231 $35059  $614

In connection with the acquisition of our six initial hotel properties, we entered into tax indemnity
agreements that require us to indemnify the contribators of our initial properties against tax liabilities in the event
we sell those properties in a taxable transaction during a 10-year period. Such indemnification obligations could
result in aggregate payments of approximately $46.0 million. Our obligations under the tax indemnity
agreements may effectively preclude us from selling or disposing of certain of the initial hotels in taxable
transactions or reducing our consolidated indebtedness below approximately $11.0 million.

Off Balance Sheet Arrangements. We currently have no off-balance sheet arrangements.

Distributions to Steckholders. We have elected to be taxed as a REIT commencing with our taxable year
ending December 31, 2004. To maintain qualification as a REIT, we are required to make annual distributions to
our stockholders of at least 90% of our REIT taxable income, (excluding net capital gain, which does not
necessarily equal net income as calculated in accordance with generally accepted accounting principles). The
amount, timing and frequency of distributions will be authorized by our board of directors and declared by us
based upon a variety of factors deemed relevant by our directors, and no assurance can be given that our
distribution policy will not change in the future. Our ability to pay distributions to our stockholders will depend,
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in part, upon our receipt of distributions from our operating partnership which may depend upon receipt of lease
payments with respect to our properties from our TRS Lessee, and in turn, upon the management of our
properties by our hotel manager. Distributions to our stockholders will generally be taxable to our stockholders
as ordinary income; however, because a portion of our investments will be equity ownership interests in hotels,
which will result in depreciation and non-cash charges against our income, a portion of our distributions may
constitute a tax-free return of capital. To the extent not inconsistent with maintaining our REIT status, our TRS
Lessee may retain any after-tax earnings.

Inflation

We generate revenues primarily from lease payments from our TRS Lessee and net income due to the
operations of our TRS Lessee. Therefore, we rely primarily on the performance of our properties and the ability
of our hotel manager to increase revenues and keep pace with inflation.

Operators of hotels, in general, possess the ability to adjust room rates daily to reflect the effects of
inflation. However, competitive pressures at some or all of our hotels may limit the ability of our management
company to raise room rates.

Seasonality

The operations of our properties historically have been seasonal. The periods from mid-November through
mid-February are traditionally slow. The months of March and April are traditionally strong, as is October. The
remaining months are generally good, but are subject to the weather and can vary significantly,

Geographic Concentration

Our hotels are located in North Carolina, Georgia, Maryland, Pennsylvania, Florida and Indiana (upon the
re-opening of the property as the Sheraton Riverside Louisville).

Competition

The hotel industry is highly competitive with various participants competing on the basis of price, level of
service and geographic location. Each of our hotels is located in a developed area that includes other hotel
properties. The number of competitive hotel properties in a particular area could have a material adverse effect
on occupancy, average daily rate (*ADR™) and revenue per available room (*RevPAR”) of our hotels or at hotel
properties acquired in the future. We believe that brand recognition, location, the quality of the hotel, consistency
of services provided, and price, are the principal competitive factors affecting our hotels.

Critical Accounting Policies

The critical accounting policies are described below. We consider these policies critical because they
involve difficult management judgments and assumptions, are subject to material change from external factors or
are pervasive, and are significant to fully understand and evaluate our reported financial results.

Investment in Hotel Properties. Hotel properties are stated at cost, net of any impairment charges, and are
depreciated using the straight-line method over an estimated useful life of 7-39 years for buildings and 3-10 years
{or furniture and equipment. In accordance with generally accepted accounting principles, the majority interests
in hotels comprising our accounting predecessor, MHI Hotels Services Group, and minority interests held by the
controlling holders of our accounting predecessor in hotels acquired from third parties are recorded at historical
cost basis, Minority interests in those entities that comprise our accounting predecessor and the interests in
hotels, other than those held by the controlling members of our accounting predecessor, acquired from third
parties are recorded at fair value.
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We review our hotel properties for impairment whenever events or changes in circumstances indicate the
carrying value of the hotel properties may not be recoverable. Events or circumstances that may cause us to
perform our review include, but are not limited to adverse changes in the demand for lodging at our properties
due to declining national or local economic conditions and/or new hotel construction in markets where our hotels
are located. When such conditions exist, management performs an analysis to determine if the estimated
undiscounted future cash flows from operating activities and the proceeds from the ultimate disposition of a hotel
property exceed its carrying value. If the estimated undiscounted future cash flows are less than the carrying
amount of the asset, an adjustment to reduce the carrying value to the related hotel property’s estimated fair
market value is recorded and an impairment ioss is recognized.

There have been no charges for impairment recorded in 2006, 2005 or 2004.

We estimate the fair market values of our properties through cash flow analysis taking into account each
property’s expected cash flow generated from operations, holding period and expected proceeds from ultimate
disposition. These cash flow analyses are based upon significant management judgments and assumptions
including revenues and operating costs, growth rates and economic conditions at the time of ultimate disposition.
In projecting the expected cash flows from operations of the asset, we base our estimates on future projected net
operating income before depreciation and eliminating non-recurring operating expenses, which is a non-GAAP
operational measure, and deduct expected capital expenditure requirements. We then apply growth assumptions
based on estimated changes in room rates and expenses and the demand for lodging at our properties, as impacted
by local and national economic conditions and estimated or known future new hotel supply. The estimated
proceeds from disposition are determined as a matter of management’s business judgment based on a
combination of anticipated cash flow in the year of disposition, terminal capitalization rate, ratio of selling price
to gross hotel revenues and selling price per room.

If actual conditions differ from those in our assumptions, the actual results of each asset’s operations and
fair market value could be significantly different from the estimated results and value used in our analysis.

Revenue Recognition. Hotel revenues, including room, food, beverage and other hotel revenues, are
recognized as the related services are delivered. We generally consider accounts receivable to be fully collectible;
accordingly, no allowance for doubtful accounts is required. If we determine that amounts are uncollectible,
which would generally be the result of a customer’s bankruptcy or other economic downturn, such amounts will
be charged against operations when that determination is made.

Income Taxes. We record a valuation allowance to reduce deferred tax assets to an amount that we believe is
more likely than not to be realized. Because of expected future taxable income of our TRS lessee, we have not
recorded a valuation allowance to reduce our net deferred tax asset as of December 31, 2006. Should our estimate
of future taxable income be less than expected, we would record an adjustment to the net deferred tax asset in the
period such determination was made,

Recent Accounting Pronouncements

In June 2006. the FASB issued FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes-an
Interpretation of FASB Statement No. 109 (“FIN 48”). FIN 48 clarifies the accounting for uncertainty in income
taxes by creating a framework for how companies should recognize, measure, present, and disclose in their
financial statements uncertain tax positions that they have taken or expect to take in a tax return. FIN 48 is
effective for fiscal years beginning after December 15, 2006 and is required to be adopted by the Company
beginning January 1, 2007. We do not believe adoption will have a material impact on our results of operations
or financial position.

In September 2006, the FASB issned Statement of Financial Accounting Standards No. 157, “Fair Value
Measurements” (“SFAS 1577), which defines fair value, establishes a framework for measuring fair value and
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expands disclosures required for fair value measurements, SFAS No. 157 applies to other accounting
pronouncements that require fair value measurements; it does not require any new fair value measurements,
SFAS 157 is effective for the Company on a prospective basis for the reporting period beginning Janvary 1,
2008. We do not believe adoption will have a material impact on our results of operations or financial position.

In November 2005, FASB issued FSP FAS 115-1 and FAS 124-1, “The Meaning of Other-Than-Temporary
Impairment and Its Application to Certain Investments” (“FSP FAS 115-17), which provides guidance on
determining when investments in certain debt and equity securities are considered impaired, whether that
impairment is other-than-temporary, and on measuring such impairment loss. FSP FAS 115-1 also includes
accounting considerations subsequent to the recognition of an other-than temporary impairment and requires
certain disclosures about unrealized losses that have not been recognized as other-than-temporary impairments.
FSP FAS 115-1 became effective for reporting periods beginning after December 15, 2005. We adopted FSP
FAS 115-1 in the second quarter of fiscal 2006. The adoption of FSP FAS 115-1 did not have a material impact
on our consolidated results or financial condition.

In November 2005, the FASB issued FSP FAS 123(R)-3, “Transition Election Related to Accounting for the
Tax Effects of Share-Based Payment Awards” (“FSP FAS 123(R)-3"). FSP FAS 123(R)-3 provides an clective
alternative method that establishes a computational component to arrive at the beginning balance of the
accumulated paid-in capital pool related to employee compensation and a simplified method to determine the
subsequent impact on the accumulated paid-in capital pool of employee awards that are fully vested and
outstanding upon the adopticn of SFAS No. 123(R). The adoption of FSP FAS 123(R)-3 did not have a material
impact on our consolidated results or financial condition.

In May 2005, FASB issued Statement of Financial Accounting Standards No, 154, “Accounting Changes
and Error Corrections—a replacement of APB Opinion No. 20 and FASB Statement No. 3" (“SFAS 1547). SFAS
154 changes the requirements for the accounting for and reporting of a change in accounting principle, and
applies to all voluntary changes in accounting principle. It also applies to changes required by an accounting
pronouncement in the unusual instance that the pronouncement does not include specific transition provisions.
This statement requires retrospective application to prior periods’ financial statements of changes in accounting
principle, unless it is impracticable to determine either the period-specific effects or the cumulative effect of the
change. SFAS 154 became effective for accounting changes made in fiscal years beginning after December 13,
2005. The adoption of FAS 154 did not have a material impact on our results of operations or financial condition,

In February 2005, the FASB issued Emerging Issues Task Force Issue No. 03-13, “Applving the Conditions
of Paragraph 42 of FASB Statement No, 144 in Determining Whether to Report Discontinued Operations”
(“EITF 03-13"). EITF 03-13 gives guidance on how to evaluate whether the operations and cash flows of a
disposed component have been or will be eliminated from ongoing operations and the types of continuing
involvement that constitute significant continuing involvement in the operations of the disposed component. The
adoption of EITF (3-13 did not have a material impact on the Company’s results of operations, financial position
or cash flows.

In December 2004, the FASB issued Statement of Financial Accounting Standards No. 123 (Revised 2004),
“Shared-Based Payment” ("SFAS 123R"), SFAS 123R is a revision of SFAS No. 123, "Acceunting for Stock-
Based Compensation,” and supersedes Accounting Principles Board Opinion No. 25 “Accounting for Stock
Issued 10 Emplovees™ and its related implementation guidance. SFAS 123R focuses primarily on accounting for
transactions in which an entity obtains employee services through share-based payment transactions. SFAS 123R
requires a public entity to measure the cost of employee services received in exchange for the award of equity
instruments based on the fair value of the award at the date of grant. The cost will be recognized over the period
during which an employee is required to provide services in exchange for the award. SFAS 123R became
effective as of the beginning of the first interim or annual reporting period that begins after January 1, 2006. We
have adopted SFAS 123R. For a discussicon of the impact of such adoption, please see the Stock-based
Compensation section of Note 2, Summary of Significant Accounting Policies, to the Company's consolidated
financial statements provided in this report.
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Item 7A. Quantitative and Qualitative Disclosures About Market Risk

The effects of potential changes in interest rates are discussed below. Our market risk discussion includes
“forward-looking statements™ and represents an estimate of possible changes in fair value or future earnings that
would occur assuming hypothetical future movements in interest rates. These disclosures are not precise
indicators of expected future losses. but only indicators of reasonably possible losses. As a result, actual future
results may differ materially from those presented. The analysis below presents the sensitivity of the market
value of our financial instruments to selected changes in market interest rates.

To meet in part our long-term liquidity requirements, we will borrow funds at a combination of fixed and
variable rates. Our interest rate risk management objective is to limit the impact of interest rate changes on
earnings and cash flows and to lower our overall borrowing costs. Our revolving credit facility with BB&T
required us to hedge at least one-half of the total commitment with an interest-rate swap, which we executed on
August 8, 2006 on a notional amount of $30.0 million. As of December 31, 2006, derivative contracts with a fair
value of approximately $409,000 were included in accrued liabilities. From time 1o time we may enter into other
interest rate hedge contracts such as collars, swaps, and treasury lock agreements in order to mitigale our interest
rate risk with respect to various debt instruments. We do not hold or issue these derivative contracts for trading or
speculative purposes.

As of December 31, 2006, we had approximately $41.6 million of fixed-rate long-term debt and $15.2
million of variable-rate debt. The weighted average interest rate on the fixed-rate long-term debt was 7.95%. A
change in market interest rates on the fixed portion of our debt would impact the fair value of the debt, but have
no impact on interest incurred or cash flows. Our variable-rate debt is exposed to changes in interest rates,
specifically the change in 30-day LIBOR, but would be limited to the effect on the gap between the balance on
the revolving credit facility and the $30.0 million notional amount of the interest-rate swap executed August 8,
2006. Assuming that the amount outstanding under our credit facility remains at $15.2 million, the balance at
December 31, 2006, the impact on our annual interest incurred and cash flows of a one percent change in interest
rate would be $148,000.

As of December 31, 2005, we had approximately $42.7 million of fixed-rate long-term debt and $3.5
million of variable-rate debt. The weighted average interest rate on the fixed-rate long-term debt was 7.95%.
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MHI HOSPITALITY CORPORATION AND PREDECESSOR

CONSOLIDATED AND COMBINED STATEMENTS OF OPERATIONS

REVENUE
Roonmis department . .................
Food and beverage department ... ... ..
Other operating departments

Total revenue
EXPENSES
Hotel operating expenses
Rooms department .. ............. ...
Food and beverage department ... .. ...
Other operating departments
Indirect

Total hotel operating expenses . . ..
Depreciation and amortization .. ..........
Corporate general and administrative

Startup costs

Management restructuring fee
Other

Total operating expenses . .......

NET OPERATING INCOME (LOSS) .. .. ..
Other income (expense)
Interest expense
interest income
Unrealized (loss) on hedging
ACHVIHES . .. . e i i i
Gain (Loss) on disposal of assets
Loss from minority interests

Net income (loss) before minority interest in
operating partnership and income taxes ..
Minority interest in predecessor company . . .
Minoriry imterest in operating partnership . ..
Income tax (provision) benefit . ............

Net income (loss) from continuing
OPerations ................ s

Net income (loss) from discontinued
operations, net ................ ... ...

NET INCOME (LOSS) ..................

Continuing operations per share
Basic
Dilwted ... ... ... ... L

Discontinued operations per share
Busic ... .. . . .. . ..
Diluted .. ... ... . L.

Net income (loss) per share
Basic
Diluted ... ... ... i

Weighted average number of shares

outstanding
Basic ... . 0 e
Diluted .. ....... ... ... L.

The accompanying notes are an integral part of these financial statements.

MHTI Hospitality MHI Hospitality ~ MHI Hospitality

The Predecessor

Year ended Year ended Period From Period From
December 31, December 31, December 21, 2004 ta  January I, 2004 to
2006 2005 December 31, 2004  December 20, 2004
343,902,272 $36,125,187 $ 410642 314,892,502
19,140,975 16,449,821 185,104 7,466,680
4,198,550 2,598,546 28,657 835,510
67,241,797 55,173,554 624,403 23,194,692
12,105,920 9,957,690 135434 3,675,456
13,006,643 11,361,380 180,212 5,105,486
868,631 728,234 10,174 413,493
24,230,330 20,333,108 579,178 8,427,965
50,211,524 42,380,418 904,998 17,622,400
4,916,721 4,071,774 124,504 1,515,228
_— — 722,550 —
— — 2,000,000 —
2,591,180 2,071,646 1,080,068 —
57,719,425 48,523,838 4,832,120 19,137,628
9,522,372 6,649,716 (4,207,717) 4,057,064
(4,261,422) (2,802,230) (57,437} (2,057,828}
253,954 126,741 340 1,753
(176,729) — — _
48,853 (235,378) — —
_ - — (90,877)
5,387,028 3,738,849 (4,264,814) 1,910,112
— — — (663,011)
(1.889,387) (1,407,268) 1,587,550 —
{253,966) 257,218 180,413 —
3,243,675 2,588,799 (2,496,851) 1247101
(62,663) (107,348) (37.371) (253,823)
$ 3,181,012 $ 2481451  $(2,534,222) § 993,278
3 048 % 0.39 3 (0.41) —
$ 048 $ 039 §  (04]) —
b (0.01) % (0.02) § (0.01) —
b (0.01) $ (0.02) b (0.01) —
3 047 % 0.37 3 {(0.42) —
b} 047 $ 0.37 3 (0.42) —
6,708,526 0,667,562 6,004,000 —_
6,775,775 6,667,562 6,004,000 —
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MHI HOSPITALITY CORPORATION AND PREDECESSOR
CONSOLIDATED AND COMBINED STATEMENT OF OWNERS’ EQUITY

The Predecessor
Balances at December 31, 2003
Netprofit ... ... ... ... .........
Distributions to owners

Balances at December 20, 2004

MHI Hospitality Corporation
Formations Transactions on December 21,
2004
Sale of common shares in connection
with Initial public offering ... ... . ...
Issuance of shares to directors ........
Underwriters fees, offering expenses and
Issuance costs related to initial
offering
Establish minority interest in operating
partnership

Balances at December 21,2004 . ... ... .. ..
Netloss . ... ... . . . ... ...

Balances at December 31,2004 .., ... ... ..
Sale of common shares in connection
with over-allotment of initial public
affering
Underwriters fees, offering expenses and
issuance costs related to over-
allotment ... ... .. ... ... L.
Adjustment to minority interest in
operating partnership
Ner Income

Balances at December 31, 2005
Nethweome .. ......................
Issuance of restricted common stock

awards .. ...

Amortization of deferred stock grants . . .
Dividends declared .................

Balances ar December 31, 2006

Common Stock

Additional Accumulated

Shares Par Value Paid-In Capital Deficit Total
— — —  $(1,645873) § (1,645873)
— - — 993,278 993,278
— — — (1,349,250)  (1,349.250)
— 5§ — 3 —  $(2,001,845) § (2,001,845)
6,000.000 $60.000 $ 59,940,000 % —  $60.000,000
4,000 40 (40) — —
— — (3,192,627) — (5,192,627)
— — {12,525,838) —  (12,525,838)
6,004,000 60,040 42,221 495 — 42,281,535
— — — (2,534,222) (2,534,222)
6,004,000 60,040 42221495 (2,534.222) 39,747,313
700,000 7,000 6,993,000 — 7,000,000
— -— (490,000) — {490,000)
— — (964,148) — {964,148)
— — — 2,481,451 2,481,451
-— — — (4.558,720) (4,558,720)
6,704,000 67,040 47,760,347 (4,611491) 4321589
- — — 3,181,012 3,181,012
8,000 80 72,920 — 73,000
— — 114,000 — 114,600
— — — (4.562,120) (4,562,120)
6,712,000 $67,120 $ 47,947.267 $(5,992,599) $ 42,021,788

The accompanying notes are an integral part of these financial statements.
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MHI HOSPITALITY CORPORATION AND PREDECESSOR

CONSOLIDATED AND COMBINED STATEMENTS OF CASH FLOWS
MHI Hospitality MHI Hospitality ~ MHI Hospitality The Predecessor

Year ended Year ended Period From Period From
December 31, December 31, December 21, 2004 to  January 1, 2004 to
2006 2005 December 31, 2004 December 20, 2004

Cash flows from operating activities:
Netincome (I05S) . ..o oo i $ 3181012 $§ 2481451 $ (2,534,222} $ 993278
Adjustments to reconcile net income {loss) 1o net cash
provided by {used in) operating activities:

Depreciation and amortization . .................. 5,053,589 4,309,575 172,899 1,714,734
(Gain) loss on disposal of assets ... .0 000000 (48.853) 235,378 — —
Unrealized {loss) on hedging activities ............. 176,729 —_— —_— —
Amortization of deferred financing costs ... .. ... .. 236,309 77,436 1,186 38,918
Charges relared 1o equiry-based compensation ... ... 187,000 — — -
Equity in net loss of parinership investments . ... .. .. — — —_ 90,877
Minority interest in operating parinership/
predecessor ... .. ..o i i 1,852,888 1,436,064 (1.611,311) 595,539
Changes in assets and liabilities:
Restrictedcash ........... ... ... ....... ... 104,650 {693,354) — 9,825
Accounts receivable ... ... ... . 00 (48.233) {934.034) {413,689) (220,034}
Inventory, prepaid expenses and other assets . . . . .. (54,720) {390,789) (1,328.243) (152,422}
Accounts payable and accrued liabilities ... ... ... (85,596) {70,300) 2,606,641 (135,627)
Advance deposits ... . . i i 242,427 {69,645) 126,092 82,522
Due fromaffiliates . . ....... ... . .. 46,503 57,854 —_ —
Net cash provided by (used in) operating activities . . . 10,843,705 6,439,636 (2,980,647) 3,098,610
Cash flows from investing activities:
Acquisition of hotel properties ......... ... . 00000 (7,736,380} (3,693,998} (54,620,919} —
Acquisition of leasehold interest .................... — — (3,500,000} -
Improvemenis and additions to hotel properties ... . . ... (6,998,616) (9.066,315) — (927,689}
Contribution to restricted capital improvement
TESEIVE . oot teis e e — (3,000,000} — —
Reimbursements from capital improvement reserve . . ... 1,881,139 —_ — —
Proceeds from sale of hotel properties . ........... ... 146,128 — - —
Capital contributions 1o unconsolidated investments . . ., — —_ — {60,000)
Distributions from unconsolidated investments ........ — — - 95,389
Net cash used in investing activities ............... (12,707,729) (15,760,313) (58,120,919) (892,300)
Cash flows from financing activities:
Proceeds from sale of common stock . ............... — 7,000,000 60,000,000 —
Payment of issuance costs related to sale of common
BIOCK « oot v e e e e — (490.000) {5,192,627) —
Members’ capital contributed .. ........ ... ... ..., — - 13,470,248 60.000
Members’ capital distributed .. ......... . ... — - — (2,462,169)
Minoriry partner distributions .. .. ... ... L0 (2.657,173) (1,962,085) — —
Dividendspaid .. ... ... ... ... il {4,560,760) (3,419,040) — —
{Paymenis on) proceeds of related parry loans ... ... ... — (2,000,000) 1,138,298 (431,360)
Proceeds from line of credit .. ... ... . ... 11728232 3,500,000 — 2,000,000
Payment of deferred financing costs ... ... ..., (622,751} (54.496) — —
Pavmeni of mortgage loans .. ... oo (1.079.843) (1,066.245) — (1,292,311}
Ner cash pravided by (used inj financing activities .. 2,807,705 1,508,134 69415919 (2,125,840}
Net increase (decrease) in cash and cash
equivalents .. ... 943 681 (7.812.543) 8,314,353 80,470
Cash and cash equivalents ai the beginning of the
period .o 501,810 8,314,353 — 67,365
Cash and cash equivalents at the end of the period . . .. .. $ 1445497 3 501810 $ 8314,353 147,835
Supplemental disclosures:
Cash paid during the period for interest . ............. 3 4104236 $ 2612197 3 2,804 $ 2228427
Cask paid during the period for income taxes . ...... .. $ 326051 $ — 3 — 3 —

Non-cash investing and financing activities:
Seller’s note on purchase of Jacksonvilie Hifton .. ... .. 3 — $ 18,000,000 3 — 3 —

Issiance of unils in operating partnership on purchase of
Jacksonville Hilton .. ... .. ... ... ... ... ...... b — § 913482 3 — $ —

Seller's note on sale of Holiday inn Downtown
Williansburg ..o 3 4,430.000 § — ) - $ —

The accompanying notes are an integral part of these financial statements.
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MHI HOSPITALITY CORPORATION AND PREDECESSOR
NOTES TO CONSOLIDATED AND COMBINED FINANCIAL STATEMENTS

1. Organization and Description of Business

MHI Hospitality Corporation (the “Company™) is a self-advised real estate investment trust (“REIT") that
was incorporated in Maryland on August 20, 2004 to own full-service upscale and mid-scale hotels located in
primary and secondary markets in the Mid-Atlantic and Southeastern regions of the United States. The hotels
operate under well-known national hotel brands such as Hilton. Crowne Plaza and Holiday Inn. The Company
commenced operations on December 21, 2004 when it completed its initial public offering (“1PO”) and thereafter
consummated the acquisition of six hotel properties (“initial properties™). The Company utilized part of its net
proceeds to repay approximately $25.0 million of mortgage indebtedness secured by the initial properties and
paid an additional $16.9 million in cash related 1o the acquisition of the properties. The Company had
approximately $12.9 million available in cash immediately following its formation.

The PO consisted of the sale of 6,000,000 shares of common stock at a price of $10 per share, resulting in
gross proceeds of $60 million and net proceeds (after deducting underwriting discounts and offering expenses) of
approximately $54.8 million. On December 21, 2004 the Company issued 4,000 shares of restricted common
stock to its independent directors. On January 19, 2005, the Company sold an additional 700,000 shares of
common stock at a price of $9.30 per share, net of the underwriting discount, as a result of the exercise of the
underwriters’ over-allotment option, resulting in additional net proceeds of approximately $6.5 million. The total
net proceeds from the PO and the exercise of the underwriters” over-allotment option was approximately $61.3
million.

In December 2004 and January 2003, the Company contributed all of the net proceeds from the IPO and the
exercise of the underwriters’ over-allotment option to MHI Hospitality, L.P., a Delaware limited partnership (the
“Operating Partnership™), in exchange for general and limited partnership interests in the Operating Partnership
which upproximated 63.7% as of January 19, 2005. The Operating Partnership used approximately $42.1 million
of the net proceeds from the Company, along with 3,817,036 units of limited partnership interest, to acquire all of
the equity interests in the entities that own or lease the initial properties.

On July 22, 2005, the Company acquired the Crowne Plaza Jacksonville (formerly, the Hilton Jacksonville
Rivertront Hotel) in Jacksonville, Florida from BIT Holdings Seventeen, Inc., an affiliate of the AFL-CIO
Building Investment Trust (the “Trust™), for an aggregate price of $22 million. The Trust, for which Mercantile
Safe Deposit and Trust Company (“Mercantile™) acts as trustee, financed a portion of the purchase price by
extending an $18 million mortgage loan (the “Louan™) to the purchaser. Pursuant to the terms of a Purchase Sale
and Contribution Agreement dated May 20, 2005. MHI Hotels, LLC (“MHI Hotels™), an affiliate of MHI Hotels
Services, LLC (“MHI Hotels Services™), contributed furniture, fixtures and equipment used in the operation of
the Hotel and assigned all other rights relating to the property to the purchaser in exchange for 90,570 units in the
Operating Partnership valued at approximately $913.000.

On May 9. 2006, the Company closed on a senior secured revolving credit facility for up to $60 million,
which wus syndicated by Branch Banking & Trust Company (“BB&T™). The facility replaced an existing $23
million facility with BB&T and wili be used to fund acquisitions and working capital.

On August 10, 2006, the Company sold the Holiday Inn Downtown, in Williamsburg, VA for $4.75 million.
The Company agreed to take back three promissory notes that totaled $4.33 million from the purchaser and
received the remainder of the purchase price in cash. Promissory notes in the amount of $2.63 million, $1.4
million and $0.4 million will mature on August 31, 2007 with interest-only payments due monthly bearing rates
of 8.0%, 8.5% and 8.0%, respectively. The Company has committed to substitute the third promissory note for a
$0.4 million 20-year promissory note bearing interest at 8.0% with interest-only payments due monthly for the
first four years and payments under a 20-year amortization schedule thereafter if the purchaser refinances the first
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MHI HOSPITALITY CORPORATION AND PREDECESSOR
NOTES TO CONSOLIDATED AND COMBINED FINANCIAL STATEMENTS—(Continued)

two promissory notes prior to maturity. The promissory notes are secured by a security interest in the hotel and
by personal guarantees of affiliates of the purchaser.

On September 20, 2006, the Company purchased the 186-room Louisville Ramada Riverfront Inn, located
in Jeffersonville, Indiana for approximately $7.7 million including transfer costs. The hotel is located directly on
the Ohio River. with unimpeded views of the Louisville skyline, and easy access to the center of downtown
Louisville. The Company has closed the hotel to begin extensive renovations and plans to re-open the hotel as a
Sheraton in the first quarter of 2008. The purchase was structured to meet the requirements of an Internal
Revenue Code Sec. 1031 like-kind exchange, enabling the company to defer tax on all capital gains on the sale in
August of its Williumsburg property. To facilitate the closing of the acquisition, MHI accessed approximately
$7.6 million trom its line of credit, and approximately $0.1 million in cash proceeds from the sale of its
Williamsburg property.

Substantially ali of the Company’s assets are held by, and all of its operations are conducted through, the
Operating Partnership. For the Company to qualify as a REIT, it cannot operate hotels. Therefore, the Operating
Partnership, which is owned 63.2% by the Company as of December 31, 2006, leases its hotels to a subsidiary of
MHI Hospitality TRS Holding Inc., MHI Hospitality TRS, LLC, (collectively, “MHI TRS"), a wholly owned
subsidiary of the Operating Partnership. MHI TRS then engages a hotel management company to operate the
hotels under a management contract. MHI TRS is treated as a taxable REIT subsidiary for federal income tax
PUrposes.

2. Summary of Significant Accounting Policies

Basiys of Presentation—The consolidated financial statements of the Company presented herein include all
of the accounts of MHI Hospitality Corporation beginning with its commencement of operations on
December 21, 2004. Prior to December 21, 2004, this report includes the financial statements of MHI Hotels
Services Group (“MHI HSG™), which is not a legal entity, but rather a combination of three hotels that were
owned by various limited liability companies and a limited liability partnership that were controlled by affiliates
of MHI] Hotels Services all of which were acquired by the Company concurrent with the completion of the IPO
on December 21. 2004. MHI HSG is considered the predecessor to the Company for accounting purposes.
Securities and Exchange Commission regulations require the inclusion of the predecessor for the periods prior to
the Company’s commencement of operations. The predecessor statements of operations and cash flows for the
peried from January 1, 2004 through December 20, 2004 include the operations of MHI HSG on a historical cost
basis.

Principles of Consolidation—The consolidated financial statements of the Company include the accounts of
the Company and its wholly owned subsidiaries. All inter-company accounts and transactions have been
eliminated in consoltdation.

Cash and Cush Equivalents—The Company considers all highly liquid investments with an original
maturity of three months or less to be cash equivalents,

Restricted Cashi—Restricted cash includes real estate tax escrows and reserves for replacements of furniture,
fixtures and equipment pursuant to certain requirements in the Company’s mortgage agreement with MMA
Realty Capital, [nc. (“MMA™, formerly The Mutual of New York Life Insurance Company). MMA holds
mortgages on the Hilton Wilminglon Riverside and the Hilton Savannah DeSoto. In addition, restricted cash
includes the unexpended batance of a $3.0 million capital improvement reserve account for the Crowne Plaza
Jacksonville administered by Mercantile.

57




MHI HOSPITALITY CORPORATION AND PREDECESSOR
NOTES TO CONSOLIDATED AND COMBINED FINANCIAL STATEMENTS—(Continued)

Investment in Hotel Properties—Investments in hotel properties are recorded at acquisition cost and
allocated to land, property and equipment and identifiable intangible assets in accordance with Statement of
Financial Accounting Standards No. 141, Business Combinations. Replacements and improvements are
capitalized, while repairs and maintenance are expensed as incurred. Upon the sale or retirement of a fixed asset,
the cost and related accumulated depreciation are removed from the Company’s accounts and any resulting gain
or loss is included in the statements of operations. Expenditures under a renovation project which constitute
additions or improvements which extend the life of the property are capitalized.

Depreciation is computed using the straight-line method over the estimated useful lives of the assets,
generally 7 to 39 years for buildings and building improvements and 3 to 10 years for furniture, fixtures and
equipment. Leaschold improvements are amortized over the shorter of the lease term or the useful lives of the
related assets,

The Company reviews its investments in hotel properties for impairment whenever events or changes in
circumstances indicate that the carrying value of the hotel properties may not be recoverable. Events or
circumstances that may cause a review include, but are not limited to, adverse changes in the demand for lodging
at the properties due to declining national or local econontic conditions and/or new hotel construction in markets
where the hotels are located. When such conditions exist, management performs an analysis to determine if the
estimated undiscounted future cash flows from operations and the proceeds from the ultimate disposition of a
hotel property exceed its carrying value. If the estimated undiscounted future cash flows are less than the
carrying amount of the asset, an adjustment to reduce the carrying amount to the related hotel property’s
estimated fair market value is recorded and an impairment loss recognized.

Assets Held For Sale and Discontinued Operations—The Company records assets as held for sale when
management has committed to a plan to sell the assets, actively seeks a buyer for the assets, and the
consummation of the sale is considered probable and is expected within one year. The related operations of assets
held for sale are reported as discontinued if 1) such operations and cash flows can be clearly distinguished, both
operationally and financially, from the ongoing operations of the Company, 2} such operations and cash flows
will be eliminated from ongoing operations once the disposal occurs, and 3) the Company will not have any
significant continuing involvement subsequent to the disposal.

Derivative Instruments—The Company accounts for derivative instruments in accordance with the
provisions of Statement of Financial Accounting Standards No. 133, Accounting for Derivative Instruments and
Hedging Activities, as amended and interpreted (“SFAS 133"). Under SFAS 133, all derivative instruments are
required to be reflected as assets or liabilities on the balance sheet and measured at fair value. Derivative
instruments used to hedge the exposure to changes in the fair value of an asset, liability, or firm commitment
attributable to a particular risk, such as an interest rate risk, are considered fair value hedges. Derivative
instruments used to hedge exposure to variability in expected future cash flows, or other types of forecasted
transactions, are considered cash flow hedges. For a derivative instrument designated as a cash flow hedge, the
change in fair value each period is reported in accumulated other comprehensive income in stockholders’ equity
10 the extent the hedge is effective. For a derivative instrument designated as a fair value hedge, the change in
fair value each period is reported in earnings along with the change in fair value of the hedged item attributable
to the risk being hedged. For a derivative instrument that does not qualify for hedge accounting or is not
designated as a hedge, the change in fair value each period is reported in earnings. The Company does not enter
into derivative instruments for speculative trading purposes.

At December 31. 2006, the Company’s interest-rate swap agreement had an estimated fair value of
$(408,702) and is included in accounts payable and other accrued liabilities.
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Inventories—Inventories, consisting primarily of food and beverages, are stated at the lower of cost or
market, with cost determined on a method that approximates first-in, first-out basis.

Franchise License Fees—Fees expended to obtain or renew a franchise license are amortized over the life of
the license or renewal. The unamortized franchise fees as of December 31, 2006 and 2005 were $184,812 and
$208,308, respectively. Amortization expense for the years ended December 31, 2006 and 2005 were $29,891
and $25,087, respectively and $59 for the period from December 21. 2004 through December 31, 2004. For the
period from January 1, 2004 through December 20, 2004, amortization expense was $82,883.

Minority Interest in Operating Partnership—Certain hote! properties have been acquired, in part, by the
Operating Partnership through the issuance of limited partnership units of the Operating Partnership. The
minority interest in the Operating Partnership is: (i) increased or decreased by the limited panners’ pro-rata share
of the Operating Parinership’s net income or net loss, respectively; (ii) decreased by distributions; (iii) decreased
by redemption of partnership units for the Company’s common stock and (iv) adjusted to equal the net equity of
the Operating Partnership multiplied by the limited partners’ ownership percentage immediately after each
issuance of units of the Operating Partnership and/or the Company’s common stock through an adjustment to
additional paid-in capital. Net income or net loss is allocated to the minority interest in the Operating Partnership
based on the weighted average percentage ownership throughout the period.

Revenue Recognition—Revenues from operations of the hotels are recognized when the services are
provided. Revenues consist of room sales, food and beverage sales, and other hotel department revenues, such as
telephone, rooftop leases and gift shop sales and rentals.

Deferred Financing Costs—Deferred financing costs are recorded at cost and consist of loan fees and other
costs incurred in issuing debt. Amortization of deferred financing costs is compulted using a method that
approximates the effective interest method over the term of the related debt and is included in interest expense in
the statements of operations.

Income Taxes—The Company has elected to be taxed as a REIT under Sections 856 through 860 of the
Internal Revenue Code. As a REIT, the Company generally will not be subject to federal income tax on that
portion of its net income (loss) that does not relate to MHI TRS the Company’s wholly owned taxable REIT
subsidiary. MHI TRS, which leases the Company’s hotels from subsidiaries of the Operating Partnership, is
subject to federal and state income taxes,

The Company accounts for income taxes in accordance with the provisions of Statement of Financial
Accounting Standards No. 109, Accounting for Income Taxes (“SFAS 109”). Under SFAS 109, the Company
accounts for income taxes using the asset and liability method under which deferred tax assets and liabilities are
recognized for the future tax consequences attributable to differences between the financial statement carrying
amounts of existing assets and liabilities and their respective tax bases.

Stock-bused Compensation—The Company’s 2004 Long Term Incentive Plan (“Plan™) permits the grant of
stock options. restricted (non-vested) stock and performance share compensation awards to its employees for up
to 350,000 shares of common stock, The Company believes that such awards better align the interests of its
employees with those of its shareholders.

Under the Plan, the Company has made restricted stock and deferred stock awards totaling 81,000 shares
including 69,000 shares granted under deferred stock awards to its executives, 4,000 restricted shares issued to
certain employees, and 8,000 restricted shares issued to its directors. Of the 69,000 shares granted under deferred
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stock awards, 60,000 shares vest over five years and 9,000 shares vested at the end of 2006. Regarding the
restricted shares awarded to the Company’s directors and certain employees, the shares vest immediately and
represent compensation for the previous year of service. All such shares are charged to compensation expense on
a straight-line basis over the vesting or service period based on the Company’s stock price on the date of grant or
issuance. Under the Plan, the Company may issue a variety of performance-based stock awards, including
nonqualified stock options. As of December 31, 2006, no performance-based stock awards have been issued.
Consequently, stock-based compensation as determined under the fair-value method would be the same under the
intrinsic-value method, Total compensation cost recognized under the Plan for the years ended December 31,
2006 and 2005 was $114,000 and $123,500, respectively.

Comprehensive Income (Loss}—Comprehensive income (loss), as defined, includes all changes in equity
{net assets) during a period from non-owner sources. The Company does not have any items of comprehensive
income (loss) other than net income (loss).

Segment Informarion—Statement of Financial Accounting Standards No 131, Disclosures abour Segments of
an Enrerprise and Related Information (“SFAS 1317}, requires public entities to report certain information about
operating segments. Based on the guidance provided in SFAS 131, the Company has determined that its business
is conducted in one reportable segment, hotel ownership.

Use of Estimates—The preparation of the financial statements in conformity with accounting principles
generally accepted in the United States of America requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date
of the financial statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates,

Reclassifications—Certain reclassifications have been made to the predecessor financial statements to
conform to the Company’s presentation as well as the Company’s prior period balances to conform to the current
period presentation.

New Accounting Pronouncements—In June 2006, the FASB issued FASB Interpretation No. 48, Accounting
Sor Uncertainty in Income Taves—An Interpretation of FASB Siatement No. 109 (“FIN 487). FIN 48 clarifies the
accounting for uncertatnty in income taxes by creating a framework for how companies should recognize,
measure, present, and disclose in their financial statements uncertain tax positions that they have taken or expect
to take in a tax return. FIN 48 is effective for fiscul years beginning after December 15, 2006 and is required to
be adopted by the Company beginning January 1, 2007, The Company does not believe adoption will have a
material impact on the Company’s results of operations or financial position.

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, “Fair Value
Measurements” ("SFAS 1577). which defines fair value, establishes a framework for measuring fair value and
expands disclosures required for fair value measurements. SFAS No. 157 applies to other accounting
pronouncements that require fair value measurements; it does not require any new fair value measurements,
SFAS 157 is effective for the Company on a prospective basis for the reporting period beginning January 1,
2008. The Company does not believe adoption will have a material impact on the Company’s results of
operations or financial position.

In November 2005, FASB issued FSP FAS [15-1 and FAS 124-1, “The Meaning of Other-Than-Temporary
Impairment and Iis Application to Certain Investments” (“FSP FAS 115-17), which provides guidance on
determining when investments in certain debt and equity securities are considered impaired, whether that
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impairment is other-than-temporary, and on measuring such impairment loss. FSP FAS 115-1 also includes
accounting considerations subsequent to the recognition of an other-than temporary impairment and requires
certain disclosures about unrealized losses that have not been recognized as other-than-temporary impairments,
FSP FAS 115-1 became effective for reporting periods beginning after December 15, 2005. We adopted FSP
FAS 115-1 in the second quarter of fiscal 2006. The adoptions of FSP FAS 115-1 did not have a material impact
on the Company's consolidated results or financial condition.

In November 2005, the FASB issued FSP FAS 123(R)-3, “Transition Election Related to Accounting for the
Tax Effects of Share-Based Payment Awards™ ("FSP FAS 123(R)-37). FSP FAS 123(R)-3 provides an elective
alternative method that establishes a computational component 1o arrive at the beginning balance of the
accumulated paid-in capital pool related to employee compensation and a simplified method to determine the
subsequent impact on the accumulated paid-in capital pool of employee awards that are fully vested and
outstanding upon the adoption of SFAS No. 123(R). The adoption of FSP FAS 123(R)3 did not have a material
impact on the Company’s consolidated results or financiai condition.

In May 2005, FASB issued Statement of Financial Accounting Standards No. 154, “Accounting Changes
and Error Corrections—a replacement of APB Opinion No. 20 and FASB Statement No. 37 ("SFAS 1534™),
SFAS 154 changes the requirements for the accounting for and reporting of a change in accounting principle, and
applies to all voluntary changes in accounting principle. It also applies to changes required by an accounting
proncuncement in the unusual instance that the pronouncement does not include specific transition provisions.
This statement requires retrospective application to prior periods’ financial statements of changes in accounting
principle, unless it is impracticable to determine either the period- specific effects or the cumulative effect of the
change. SFAS 154 became effective for accounting changes made in fiscal years beginning after December 15,
2005. The adoption of SFAS 154 did not have a material impact on the Company’s results of operations or
financial condition.

In February 20035, the FASB issued Emerging Issues Task Force Issue No. 03-13, “Applving the Conditions
of Paragraph 42 of FASB Statement No. 144 in Determining Whether to Report Discontinued Operations”™
(“EITF 03-13™). EITF 03-13 gives guidance on how to evaluate whether the operations and cash flows of a
disposed component have been or will be eliminated from ongoing operations and the types of continuing
involvement that constitute significant continuing involvement in the operations of the disposed component. The
adoption of EITF 03-13 did not have a material impact on the Company's results of operations, financial position
or cash flows,

In December 2004, the FASB issued Statement of Financial Accounting Standards No. 123 (Revised 2004).
“Shared-Based Pavment” (“SFAS 123R”). SFAS 123R is a revision of SFAS No. 123, “Accounting for Stock-
Buased Compensation,” and supersedes Accounting Principles Board Opinion No. 25 “Accounting for Stock
Issued to Employees™ and its related implementation guidance. SFAS 123R focuses primarily on accounting for
transactions in which an entity obtains employee services through share-based payment transactions. SFAS (23R
requires a public entity to measuore the cost of employee services received in exchange for the award of equity
instruments based on the fair value of the award at the date of grant. The cost will be recognized over the period
during which an employee is required to provide services in exchange for the award. SFAS 123R became
effective as of the beginning of the first interim or annual reporting period that begins after January 1, 2006. The
Company has adopted the provisions of SFAS 123R effective January 1. 2006.
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3. Acquisition of Hotel Properties

Louisville Acquisition. On September 20, 2006, the Company purchased the Louisville Ramada Riverfront
Inn, located in Jeffersonville, Indiana for approximately $7.7 million including transfer costs. The allocation of
the purchase price to the acquired assets based on their fair values was as follows (in thousands):

Louisville Ramada
Riverfront Inn

Land ..o e e $ 782
Buildings . ... .o 6,891
Fumiture and equipment .. ... ... . i 63

$7.736

Jacksonville Acquisition. On July 22, 2005, the Company acquired the Crowne Plaza Jacksonville in
Jacksonville, Florida from BIT Holdings Seventeen, Inc., an affiliate of the AFL-CIO Building Investment Trust,
for an aggregate price of $22 million. The Trust, for which Mercantile Safe Deposit and Trust Company acts as
trustee, financed a portion of the purchase price by extending an $18 million mortgage loan (the “Loan™) to the
purchaser.

The allocation of the purchase price to the acquired assets based on their fair values was as follows (in
thousands):

Crowne Plaza
Jacksonville

Land and land improvements .. .. ... ... ... ... $ 6,892
Buildings and improvements ........... .. . . o 14,195
Furniture, fixtures and equipment ............ . .. . it 913

$22,000

The results of operations are included in the Company’s consolidated statements of operations from the date
of acquisition of this hotel. The following pro forma financial information presents the results of operations of
the Company for the year ended December 31, 2005 and 2004 as if the Crowne Plaza Jacksonville acquisition, as
well as the hotels acquired in 2004, had taken place on January 1, 2004. The pro forma results have been
prepared for comparative purposes only and do not purport to be indicative of the results of operations which
would have actually occurred had the transactions taken place on January 1, 2004, or of future results of
operations (in thousands, except per share data).

Year Ended Year Ended
December 31, December 31,

2005 2004
Pro forma reVenUES ... ... . ettt i et e $62.490 $59,601
Pro forma operating expenses ............... . ... .. ... 54,971 53,046
Pro forma netl operaling inCome .. ... ... .. .oiiiniriiiiinnnaaia. 7,519 6,555
Pro forma net iNCOME . .. oottt e e 2,721 2,228
Pro forma eamings pershare .. ... ... ... ... ... . L 0.41 0.37
Pro forma common shares . ... ... ... . i e 6,704 6,004

Formation Acquisitions. On December 21, 2004, following the completion of the IPO, the Company
acquired 100% of the equity interests in Capital Hotel Associates, LP, LLP, Brownestone Partners, LLC, and
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Savannah Hotel Associates, LLC. The members of the MHI Hotels Services Group had a 94.75% interest in
Capitol Hotel Associates, LP, LLP, a 50% interest in Brownestone Partners, LLC. and an 80% interest in
Savannah Hotel Associates, LLC. Philadelphia Hotel Associates, LLC was established to purchase the Hilton
Philadelphia Airport for cash, units and the assumption of debt, and Laure! Hotel Associates, LLC was
established to purchase the Holiday Inn Laurel West (formerly, the Best Western Maryland Inn) for cash.

MHI Hetel Services Group had a 25% interest in Accord, LLC, the owner of the Maryland Inn. The equity
interests in Capitol Hotel Associates, LP, LILP. Brownestone Partners, LLC, and Savannah Hotel Associates,
LLLC were acquired from MHI Hotels Services Group, in exchange for Operating Partnership units and have been
accounted for as a reorganization of entities under common control and recorded at MHI Hotels Services Group’s
historical cost basis. The remaining equity interests in Brownestone Partners, LLC, Savannah Hotel Associates,
LLC, and Capitol Hotel Associates, LLC acquired from third parties bave been accounted for as acquisitions of
minority interests and recorded at fair value. The 25% ownership interest in the Maryland Inn owned by

MHI Hotels Services Group was recorded at historical costs as well. The promoters of this offering were Andrew
Sims and William Zaiser, former officers and directors of MHI Hotels Services.

MHI Hospitality Corporation has an agreement with MHI Hotels, LLC and MHI Hotels Two, Inc. to
sublease the common area of the condominium located at Wrightsville Beach, North Carolina to such entities
through June 2013.

Capitol Hotel Associates, LP, LLP which owned the Holiday Inn downtown Williamsburg. a 136-room full-
service hotel located in Williamsburg, Virginia, and the Wiimington Riverside Hilton, a 276-room full-service
hotel located in Wilmington, North Carolina, was acquired for approximately $30.7 million, which included the
repayment of a mortgage loan, that encumbered the Williamsburg hotel property of approximately $3.1 million,
the assumption of a mortgage loan, that encumbers the Wilmington property for approximately $15 million and
the issuance of 1,259,676 Operating Partnership units to MHI Hotels Services, valued at approximately
$12.6 million.

Brownestone Partners, LLC, which owns the 187-room Holiday Inn Brownstone, Raleigh Downtown, a full-
service hotel located in Raleigh, North Carolina, was acquired for approximately $9.3 million, which included
payment of cash in the amount of $1 million, the repayment of a mortgage loan that encumbered the hotel
property of approximately $4.7 million, extinguishing construction debt of $2.0 million. and issuance of 159.612
Operating Partnership units to MHI1 Hotels Services and the third-party member. respectively, valued at
approximately $1.6 million.

Savannuh Hotel Associates, LLC which owns the 246-room Savannah DeSoto Hilton full-service hotel
located in Savannah, Georgia was acquired for approximately, $27.3 million, which included the assumption of a
mortgage loan that encumbered the hotel propeny of approximately $10.6 million and issuance of 1,665,494
Operating Partnership units to MHI1 Hotels Services and the third-party member, respectively. valued at
approximately $16.7 million.

Philadelphia Hotel Associates, LP which owns the 33 1-room Philadelphia Airport Hilton full-service hotel
located in Philadelphia, Pennsylvania was acquired for approximately $26.1 million, which included payment of
cash in the amount of $2.5 million, the repayment of a mortgage loan that encumbered the hotel property of
approximately $15.3 million. transfer costs of approximately $1.0 million and the issuance of 732,254 Operating
Partnership units (o the third-party member valued at approximately $7.3 million

Laurel Hotel Associates, LLC which owns the 207-room Holiday [nn Laurel West (formerly the Best
Western Maryland Inn Laurel), a full-service hotel located in Laurel, Maryland, was acquired for approximately
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$12.4 million, which included payment of cash in the amount of $12.2 million and transfer costs of
approximately $0.2 million.

The allocation of the purchase price of the hotel properties to the acquired assets and liabilities was as
follows (in thousands):

Wilmington  Holiday Inn  Savannah  Holiday Inn  Philadelphia Holiday
Riverside Williamsburg DeSoto Brownstone Airport Inn Laurel
Hilton Downtown Hilton Downtown Hilton West
Land and improvements ... ........ $ 785 $ 490 $ 600 $ 815 $ 2,100  $ 900
Buildings and leasehold
improvements . ................ 16,840 4,348 13,562 7,416 22,031 9,443
Fumniture, fixtures and equipment ... 3,725 885 5,840 2,286 1,287 363
Accumulated depreciation . ........ (5,463) (1,801) (5,956) (2,476) — —
Cash ... .. .. ... .. ... ... ..., 97 3 685 10 — —
Accounts receivable, net .. ........ 492 6l 194 263 — —
Prepaid assets and other assets . ... .. 317 278 2,421 238 313 —
Accounts payable and accrued
BXPEIOISES ..o ovvnn i (1427 (527) (1,449} (574) — —
Net assets acquired . .............. $15,366 $3,737 315897 §$ 7978 $25.731 $10,706

The results of operations for each of the hotel properties are included in the Company’s conselidated
statement of operations from their respective acquisition dates. The following pro forma information presents the
results of operaticns of the Company for the years ended December 31, 2004 and 2003 as if the six hotel property
acquisitions had taken place on January 1, 2003. These pro forma results have been prepared for comparative
purposes only and do not purport to be indicative of the results of operations which would have actually occurred
had the transactions taken place on lanuary 1, 2003, or of future results of operations (in thousands, except per
share data):

Year Ended Year Ended

December 31, December 31,
2004 2003
Pro forma revenues ... .. ... .. ..t $47.788 $44,579
Pro forma operating expenses . .............ciuiiiriinaennnnn. 45.969 40,417
Pro formanet operating income .. ......... ... ... .. 1,819 4,162
Pro formanetincome (J0S8) ... ... ..t i (1,928} (1,042)
Pro forma earnings (loss)pershare ......... ... ... .. .. ... ... (0.32) 0.17)
Pro forma common shares . . ... .. ... . . ... . . 6,004 6,004
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4. Investment in Hotel Properties

Investment in hotel properties as of December 31, 2006 and December 31, 2005 consisted of the following
{(in thousands):

MHI Hospitality ~ MHI Hospitality

Corporation Corporation
December 3M, December 31,
2006 2005

Land and land improvements ... ... ... ... ... ... ... ... $ 13.363 $ 12,513
Buildings and improvements .. ........... ... .o, 98,130 86.399
Furniture, fixtures and equipment . .......................... 20,751 19.629
132.244 118,541

Less: accumulated depreciation ........ ... .. o i (20,828 (16,938)
5111416 $101,583

5. Credit Facility

As of December 31, 2006, the Company had a secured, revolving credit facility with a financial institution
that enabled the Company to borrow up to 360 million, subject to borrowing base and loan-to-value limitations,
with a syndicated bank group comprising of Branch Banking & Trust Company (BB&T), Key Bank National
Association, Regions Bank and Manufacturers and Traders Trust Company. The credit facility was established
during second guarter of 2006 and replaced a $23 million secured, revolving credit facility with BB&T. The
Company had borrowings of $15,228.232 and $3,500,000 at December 31, 2006 and December 31, 2005,
respectively.

The credit facility matures during May 2010 and bears interest at a floating rate of LIBOR plus additional
interest ranging from 2.0% to 2.5%. On December 31, 2006, LIBOR was 5.322%. In some circumstances, the
revolving line of credit facility may bear interest at BB&T’s prime rate. Any amounts drawn under the revolving
line of credit facility mature at the expiration of the facility. The revolving line of credit facility includes an
uncommitted accordion facility, pursuant to which the Company may be able to increase the total commitment
under the revolving line of credit facility up to $75 million. The Company is required to pay a fee of .25% on
the unused portion of the credit facility. Under the terms of the agreement, the Company was required to
purchase an interest rate swap in order 1o hedge against interest rate risk.

The credit facility is secured by the Heliday Inn Brownstone and the Hilton Philadelphia Atrport, and a lien
on all business assets of those properties including. but not limited to, equipment, accounts receivable, inventory,
furniture, fixtures and proceeds thereof. At December 31, 2006. the two properties had a net carrying value of
approximately $35.2 million. Under the terms of the BB&T line of credit, the Company must satisfy certain
financial and non-financial covenants. As of December 31, 2006 and December 31, 2005, the Company was in
compliance with all of the required covenants.

6. Mortgage Debt

Upon its formation, the Company assumed existing mortgage debt with MMA Realty Capital. Inc. that was
in place on two of the initial properties.

On September 25, 1998, Savannah Hotel Associates, LLC obtained a mortgage loan in the amount of
$12.8 million to refinance the mortgage at the Savannuh DeSoto Hilton hotel. The loan is secured by the
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Savannah DeSoto Hilton hotel and its maturity date is November 1, 2008. Loan principal and interest payments
are due monthly, with fixed principal payments plus interest amortized over a twenty (20) year schedule. Interest
is based on a fixed rate of 7.49%. Savannah Hote! Associates, LLC recorded deferred financing costs of
approximately $0.2 million related to obtaining the mortgage loan. The outstanding balance due on the loan as of
December 31, 2006 and December 31, 2005 was $9,695,090 and 310,175,989, respectively.

On February 2, 1998 Capitol Hotel Associates, LP, LLP obtained a mortgage loan in the amount of
$13.0 miliion to refinance the mortgage at the Hilton Wilmington Riverside hotel. On October 19, 1999, Capitol
Hotel Associates, LP, LLP obtained a promissory note in the amount of $4.25 million upon completion of
construction of renovations. The debt was consolidated into one instrument and is secured by the Wilmington
Riverside Hilton hotel and its maturity date is March t, 2008, Loan principal and interest payments are due
monthly, with fixed principal payments and interest payments amortized over a twenty (20) year schedule.
Interest is based on a fixed rate of 8.22%. Capitol Hotel Associates, LP, LLP recorded deferred financing costs of
approximately $0.2 million related to obtaining the mortgage loan. The outstanding balance due on the loan as of
December 31, 2006 and December 31, 2005 was $13.922,010 and $14,510,954, respectively.

On July 22, 2005, the Company purchased the Crowne Plaza Jacksonville in Jacksonville, Florida from BIT
Holdings Seventeen, Inc., an affiliate of the AFL-CIO Building Investment Trust (the “Trust™), for an aggregate
price of $22.0 milltion. The Trust, for which Mercantile Safe Deposit and Trust Company {“‘Mercantile”) acts as
trustee, financed a portion of the purchase price by extending an $18.0 million mortgage loan (the “Loan”) to the
purchaser. The loan, which is secured by a lien against all the assets, rents and profits of the hotel as well as the
real property, bears interest ai the rate of 8.0% payable monthly during the term and matures in July 2010.
Pre-payment penalties apply toward any principal of the loan repaid belore the fifth year of the term.

Total debt maturities as of December 31, 2006 were as follows ($000s):

December 31, 2007 . . e $ 1,168
December 31, 2008 . ... i 22,439
December 31, 2000 .. e e e —

December 31, 2000 .. i 18,000
TOLa] . L e e $41,607

7. Commitments and Contingencies

Ground, Building and Submerged Land Leases—The Company leases 2,086 square feet of commercial
space next to the Savannah hotel property for use as an office, retail or conference space, or for any related or
ancillary purposes for the hotel and/or atrium space. The space s leased under a six-year operating lease, which
expired October 31, 2006 and has been renewed for the first of three optional five-year renewal periods expiring
October 31. 2011, October 31, 2016 and October 31, 2021. respectively. Rent expense for this operating lease for
the years ended December 31, 2006 and 2005 was $43,180 and $38,487, respectively. Rent expense for the
period ended December 21, 2004 was $37,548.

The Company leases, as landlord, the entire fourteenth floor of the Savannah hotel property to The Chatham
Club, Inc. under a ninety-nine year lease expiring July 31, 2086. This lease was assumed upon the purchase of
the building under the terms and conditions agreed to by the previous owner of the property. No rental income is
recognized under the terms of this lease as the original lump sum rent payment of $990 was received by the
previous owner and not prorated over the life of the lease.
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The Company leases a parking lot adjacent to the Holiday Inn Brownstone in Raleigh, North Carolina. The
land is leased under a second amendment, dated April 28, 1998, to a ground lease originally dated May 23, 1966,
The original lease is a 50-year operating lease, which expires August 31, 2016. There is a renewal option for up
to three additional ten-year periods expiring August 31, 2026, August 31, 2036, and August 31, 2046,
respectively. The Company holds an exclusive and irrevocable option to purchase the leased land at fair market
value at the end of the original lease term, subject to the payment of an annual fee of $9,000, and other
conditions, For the year ended December 31, 2006 rent expense was $82,564. For the year ended December 31,
2005 and the period ended December 21, 2004, rent expense was $76,104.

In conjunction with the sublease arrangement for the property at Shell Island, the Company incurs an annual
lease expense for a leasehold interest other than the purchased leasehold interest. Lease expense for the year
ended December 31, 2006 and 2005 was $168,603 and 155,603, respectively.

The Company leases approximately 1,700 square feet of office space in Williamsburg, Virginia under a
two-year lease that expires August 31, 2008, There is a renewal option for one additional year. For the year
ended December 31, 2006 rent expense was $13,860.

The Company leases certain submerged land in the Saint Johns River in front of the Crowne Plaza
Jacksonville from the Board of Trustees of the Internal Improvement Trust Fund of the State of Florida. The
submerged land is leased under a five-year operating lease, which expires September 18, 2007. Rent expense for
the year ended December 31, 2006 and 2005 was $4,638 and $2,100, respectively.

A schedule of minimum future lease payments is as follows:

2007 e $ 351,472
2008 . 334,520
200D L e e e 306,800
2000 e e e 306,800
2 1 1 299,603
2012 and thereafter ... 613,721

Total .. $2,212916

Purchase Agreement—On September 13, 2003, the Company entered into an agreement to purchase the
commercial space of a condominium project in Hollywood, Florida, last operated as the Ambassador Resort. The
agreement, as amended, requires the Company to purchase the common space within the condominium, as well
as two additional condominium units, for $1.35 million. The devetoper of the property is completing a
condominium conversion after which time the Company’s TRS Lessee intends to retain MHI Hotels Services to
operate the hotel. The Company may also be required by the developer to purchase a maximum of 100 additional
condominium units on or before August 1, 2007 at a maximum price of $197,000 per unit pursuant to certain
terms and conditions.

Management Agreement—Each of the seven hotels that the Company owned at December 31, 2006 operate
under a ten-year master management agreement with MHI Hotels Services which expires between December
2014 and July 2015 (see Note 9).

Franchise Agreements—As of December 31, 2000, the Company’s seven hotels operate under franchise
licenses from national hotel companies. Under the franchise agreements, the Company is required to pay a
tranchise fee generally between 2.5% and 5.0% of room revenues, plus additional fees that amount to between
2.5% and 6.0% of room revenues from the hotels.
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Restricted Cash Reserves—The Company is required to escrow with its lender on the Wilmington Riverside
Hilton and the Savannah DeSoto Hiiton an amount equal 1o 1/12 of the annual real estate taxes due for the
properties. The Company is also required to establish a property improvement fund for each of these two hotels
to cover the cost of replacing capital assets at the properties. Contributions to the property improvement fund are
based on a percentage of gross revenues or receipts at each hotel equating to 5%.

Pursuant to the terms of the mortgage on the Crowne Plaza Jacksonville, the Company is required to
contribute 5% of gross revenues to a property improvement fund commencing with the completion of the
renovations at the property.

Litigation—The Company is not involved in any legal proceedings other than routine legal proceedings
occurring in the ordinary course of business. The Company believes that these routine legal proceedings, in the
aggregate, are not material to our financial condition and results of operations.

8. Capital Stock

Common Shares—The Company is authorized to issue up to 49,000,000 shares of common stock, $.01 par
value per share. Each outstanding share of common stock entitles the holder to one vote on all matters submitted
to a vote of stockholders. Holders of the Company’s common stock are entitled to receive distributions when
authorized by the Company’s board of directors out of asseis legally available for the payment of distributions.

On December 21, 2004, the Company completed its IPO and sold 6,000,000 shares of common stock at a
price of $10 per share, resulting in gross proceeds of $60 million and net proceeds (after deducting underwriting
discounts and offering expenses) of approximately $54.8 million. On December 31, 2004 the Company issued
4,000 shares of common stock to its independent directors. On January 19, 2005, the Company sold an additional
700,000 shares of common stock at a price of $9.30 per share, net of the underwriting discount, as a result of the
exercise of the underwriters’ over-allotment option, resulting in additional net proceeds of approximately
$6.5 million. The total net proceeds generated from the IPO and the underwriters’ over-allotment was
approximately $61.3 million. In June 2006, the Company issued 8,000 shares of restricted common stock Lo its
independent directors and non-executive employees. As of December 31, 2006, the Company had 6,712,000
shares of common stock oulstanding.

Warrants—The Company has granted no warrants representing the right to purchase common stock.

Preferred Shares—The Company is authorized to issue 1,000,000 shares of preferred stock, $.01 par value
per share. As of December 31, 2006, there were no shares of preferred stock outstanding,.

Operating Parmership Units—Holders of Operating Partnership units have certain redemption rights, which
enable them to cause the Operating Partnership to redeem their units in exchange for shares of the Company’s
common stock on a one-for-one basis or. at the option of the Company, cash per unit equal to the market price of
the Company’s commeon stock at the time of redemption. The number of shares issuable upon exercise of the
redemption rights will be adjusted upon the occurrence of stock splits, mergers, consolidations or similar pro-rata
share transactions, which otherwise would have the effect of diluting the ownership interests of the limited
partners or the stockholders of the Company. As of December 31, 2006, the total number of Operating
Partnership units outstanding was 3.907,606.

9. Related Party Transactions

The third-party members of Savannah Hotel Associates were the Celia Krichman Charitable Trust and the
Celia Krichman Revocable Trust. The third-party member of Brownestone Partners, LLC was MAVIS, LLC. On
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December 21, 2004, following the completion of the IPO, the Company issued 333,199 Operating Partnership
units to the third-party members in exchange for their equity interests in the two entities.

As of December 31, 2006 and December 31, 2005, the members of MHI Hotels Services owned 0.0% of the
Company's outstanding common stock and 2,388,669 Operating Partnership units. The following is a summary
of the transactions between the Company and MHI Hotels Services:

Accounts Receivable—At December 31, 2006 and December 31, 2005, the Company was due $195,859 and
$242 362, respectively, from MHI Hotels Services.

Note Pavable Related Party—On May 11, 2005, the Company repaid its indebtedness of $2,000,000 to
MHI Hotels Services.

Shell Island Sublease—The Company has a sublease arrangement with MHI Hotels Services on its
leasehold interests in the property at Shell Island. For the vears ended December 31, 2006 and December 31,
2005, the Company earmed $640,000 per year in leasehold revenue.

Sublease of Office Space—The Company subleases office space in Greenbelt, MD from MHI Hotels
Services. For the years ended December 31, 2006 and December 31, 2005, rent expense related to the sublease
totaled $38,010 and $31,050. respectively.

Strategic Alliance Agreement—QOn December 21, 2004, the Company entered into a ten-year strategic
alliance agreement with MHI Hotels Services that provides in part for the referral of acquisition opportunities to
the Company and the management of its hotels by MHI Hotels Services,

Management Agreements—Each of the seven hotels that the Company owned at December 31, 2006 are
operated by MHI Hotels Services under a master management agreement that expires between December 2014
and July 2015. MHT Hotels Services receives a base management fee, and if the hotels meet and exceed certain
thresholds, an additional incentive management fee. The base management fee for the initial portfolio of six
hotels is 2.0% in 2005, rising to 2.5% in 2006 and 3.0% thereafter of total gross revenues from the hotels. The
base management fee for the Crowne Plaza Jacksonville is 2.0% through 2006, rising to 2.5% in 2007 and 3.0%
thereafter. Pursuant to the sale of the Holiday Inn Downtown in Williamsburg, Virginia, one of the hotels
initially contributed to the Company upon its formation, MHI Hotels Services has agreed that the property in
Jeffersonville, Indiana shall be substituted for the Williamsburg property under the master management
agreement, The incentive management fee, if any, is due annually in arrears within 90 days of the end of the
fiscal year and will be equal to 10% of the amount by which the gross operating profit of the hotels, on an
aggregate basis, for a given year exceeds the gross operating profit for the same hotels, on an aggregate basis, for
the prior year. The incentive management fee may not exceed 0.25% of gross revenues of all of the hotels
included in the incentive fee calculation.

For the years ended December 31, 2006 and December 31, 2005, the Company paid MHI Hotels Services
approximately $1.77 million and $1.26 million in management fees, respectively. For the period from
December 21, 2004 through December 31, 2004, the Company paid MHI Hotels Services approximately $0.013
million in management fees. For the period from January 1, 2004 through December 20, 2004, Capitol Hotel
Associates LP, LLP and Savannah Hotel Associates, LLC paid MHI Hotels Services approximately $0.96 million
in management fees.

Acquisition of Hotel Properties—The members of MHI Hotels Services had an equity interest in Capital
Hotel Associates LP. LLP; Brownestone Partners, LLC and Savannah Hotel Associates, LLC which were three
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of the five entities that the Company acquired on December 21, 2004. The Company issued 2,298,100 Operating
Partnership units to the members of MHI Hotels Services in exchange for its equity interests in the three entities.

Acquisition of Hotel Furniture and Equipment~Upon acquisition of the Crowne Plaza Jacksonville on
July 22, 2005, an affiliate of MHI Hotels Services contributed furniture, fixtures and equipment used in the
operation of the Hotel and assigned all other rights relating to the property to the purchase in exchange for 90,570
units in the operating partnership, MHI Hospitality L.P. (the “Operating Partnership™), valued at approximately
$913.,000.

Employee Medical Benefits—The Company purchases employee medical benefits through Maryland
Hospitality, Inc. (d/b/a MHI Health), an affiliate of MHI Hotels Services. For the years ended December 31,
2006 and December 31, 2005, the Company paid $69.767 and $36,875, respectively, for benefits.

Construction Management Services—The Company has engaged MHI Hotels Services to manage the
renovations of the Hilton Philadelphia Airport, the Crowne Plaza Jacksonville, and the newly acquired property
in Jeffersonville, Indiana. For the years ended December 31, 2006 and December 31, 2005, the Company paid
$312,000 and $70,000, respectively, in construction management fees.

Charter Vessel Rental—The Company leases the “Jacksonville Princess”, a charter vessel docked adjacent
to the Crowne Plaza Jacksonville from MHI Hotels, Inc., an affiliate of MHI Hotels Services on an
event-by-event basis for guests of the hotel. Charter rentals for the years ended December 31, 2006 and
December 31, 2005 were $137,119 and $68,008, respectively.

10. Retirements Plans

The Company began a 401(k) plan for qualified employees on April 1, 2006, The plan is subject to “safe
harbor” provision which require that the Company match 100% of the first 3% of employee contributions and
50% of the next 2% of employee contributions. Ali Company matching funds vest immediately in accordance
with the “'safe harbor” provisions. Company contributions to the plan for the period ended December 31, 2006
were $32,623.

11. Income Taxes

The components of the provision for (benefit from) income taxes for the years ended December 31, 2006
and December 31, 2005 are as follows (in thousands):

Year Ended Year Ended
December 31, December 31,

2006 2005
Current:
Federal . ... . . $— 5 —
Stateand local . ........ ... . . .. .. ... 441 —
441 —
Deferred:
Federal . ..... ... . (266) (393)
Stateandlocal ........ . .. . ... (69) (115)
(335) (508)
3 106 $(508)
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A reconciliation of the statutory federa! income tax expense to the Company’s provision for {benefit from)
income tax is as follows {in thousands}):

Year Ended Year Ended
December 31, December 31,
2006 2005
Statutory federal income tax expense ............ ..., ... $ 1,748 $ 1,159
Effect of non-taxable REIT income .. .................... (2,014) (1.552)
State income tax provision . . ... ... i i i 372 (115)
$ 106 3 (08)

As of December 31, 2006 and December 31, 2005, the Company had a net deferred tax asset of
approximately $1.04 million and $0.71 million, respectively, primarily due to past years’ net operating losses.
These loss carryforwards will begin to expire in 2024 if not utilized. The Company believes that is more likely
than not that the deferred tax asset will be realized and that no valuation allowance is required.

The entities comprising MHI Hotels Services Group operated as limited liability companies or limited
liability partnerships and, as a result, were not subject to federal or state income taxation. Accordingly, no
provision was made for federal or state income taxes in the predecessor financial statements.

12. Discontinued Operations

The provisions of Statement of Financial Accounting Standards No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets, require that hotels sold or held for sale be treated as discontinued operations.

On June 20, 2006, the Company announced it had entered into a definitive agreement to sell the Holiday Inn
Downtown, in Williamsburg, VA. The transaction closed on August 10, 2006. The results of operations of the
property for the years ended December 31, 2006 and 2005 have been classified or reclassified as discontinued
operations. After transaction costs, a gain of approximately $108,800 was recognized on the sale of the property.
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The results of operations for the property for the years ended December 31, 2006 and 2005 were as follows:

MHI Hospitality The Predecessor
Year ended Year ended Period From Period From
December 31,  December 31,  December 21, 200410 January 1, 2004 to
2006 2005 December 31, 2004 December 20, 2004
Revenue
Rooms department . ................ $1.304.020 $1,918,146 § 27961 $1,966,913
Food and beverage department ... ..., 456,148 712,831 6,505 656,620
Other operating departments . ........ 36.092 51029 289 53,634
Total revenue . ................ 1,796,260 2,682,006 34,755 2,677,173
Expenses
Hotel operating expenses
Rooms department . ... ... ..., 513,729 660,012 20,946 661,248
Food and beverage department .. ... .. 471,662 709,644 16,605 662,411
Other operating departments .. .. ... .. 25,296 55,921 — 40,544
Indirect .......... ... .. ... 895,874 1,348,058 29,528 1,264,160
Total hotel operating expenses ... 1,906,561 2,773,635 67,079 2,628,363
Depreciation and amortization .. ... ... .. .. 136,869 237,801 48,395 199 506
Total operating expenses . . ... ... 2,043,430 3,011,436 115,474 2,827,869
Net operating income (loss) . .......... ... (247,170) (329,430) (80,719) {(150,696)
Interestexpense ....................... — — — (170,599)
Minority interest in operating partnership . . . 36,500 {28,795) 23.761 67,472
frcome tax (provision) benefit .. ... .. .. 148,007 250,877 19,587 —
Net income from discontinued operations .. $ (62,663) § (107,348) $(37,371) ¥ (253,823)

13. Earnings per Share

The limited partners’ outstanding limited partnership units in the operating partnership (which may be
redeemed for common stock upon notice from the limited partner and following our election to redeem the units
for stock rather than cash) have been excluded from the diluted earnings per share calculation as there would be
no effect on the amounts since the limited partners’ share of income would also be added back to net income. The
computation of basic and diluted earnings per share is presented below.

Period from
Year ended Year ended December 21, to
December 31, December 31, December 31,
2006 2005 2004
NEUINCOME . . oottt et e e e e e e e e e $3.181,012  $2481,451  $(2,534222)
Basic:
Weighted average number of common shares outstanding . . .. 6,708,526 6,667,562 6,004,000
Net income per share—basic ........ .. .............., 3 047 § 037 §% (0.42)
Diluted:
Dilutive awards . ... .. . e e 69,000 — —
Diluted weighted average number common shares
outstanding ... ... ... 6,775,775 6,667,562 6,004,000
Net income per share—diluted . .. ....................... $ 047  $% 037 % (0.42)
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Diluted net income per share takes into consideration the pro forma dilution of certain unvested stock
awards.

14. Quarterly Operating Results (Unaudited)

MHI Hospitality

Quarter Ended 2006
March 31 June 30 September 30 December 31
Total TeVERUE .. oo e e $15,527.572 $1%,601,088 $16,117,.736 $16,995,401
Total operating exXpenses ... ................... 14233033 15,506,265 13,853,528 14,126,599
Net operating income .. ..., 1,294,539 3,094,823 2,264,208 2,868,302
Netincome (088) ... ... it 143,549 1,127,793 799,343 1,110,327
Earnings per share (basic and diluted): ............ 0.02 0.17 0.12 0.17

MHI Hospitality

Quarter Ended 2005
March 31 June 30 September 30 December 31
TOWl TEVENUE « . ot ot et e ns $11,085,187 $14,307,753 $13.629,857 $16,150,757
Total Operating eXpenses ... ... vvvtvriuunnen.nn 10,534,808 11,680,253  12,129.167 14,179,611
Nel operating income .. ... ... o ... 550,379 2,627,500 1,500,690 1,971,147
Netincome (JOs8) .o .vvn i (28,463 1,389,067 595,043 525,804
Earnings per share (basic and diluted): ............ 0.00 0.21 0.09 0.08

15. Subsequent Events

On January 11, 2007, the Company paid the dividend {distribution) for the fourth quarter of 2006 to those
stockholders (and unit holders of MHI Hospitality. L.P.) of record on December 15, 2006. The dividend
(distribution) was $0.17 per share (unit).

On January 15, 2007, the Company authorized the payment of a quarterly dividend (distribution) of $0.17
per share (unit) to the stockholders (and unit holders of MHI Hospitality, L.P.) of record as of March 15, 2007.
The dividend (distribution) is to be paid April 11, 2007.

On January 16. 2007, the Company issued 6,000 shares of restricted stock to its independent directors under
the Company’s 2004 Long-Term Incentive Plan. On February 27, 2007, 1,500 shares of restricted stock were
forfeited due 1o the resignation of one of the directors.

On January 23, 2007, the Company issued 9,000 shares of restricted stock to its senior executives under the
Company’s 2004 Long-Term Incentive Plan.

On February 6. 2007, the first of three promissory notes due the Company was satisfied with payment of
$2.63 million.

On March 14, 2007, the second of three promissory notes due the Company was satisfied with payment of
$1.4 million. The remaining note is secured by the Holiday Inn Downtown Williamsburg and by personal
guarantees of the affiliates of the owner.

73




MHI HOSPITALITY CORPORATION

SCHEDULE III—REAL ESTATE AND ACCUMULATED DEPRECIATION
AS OF DECEMBER 31, 2006
(in thousands)

Costs Capitalized Gross Amount
Initial Costs Subsequent to Acquisition At End of Year
Building & Building & Building & Accumulated

Description Land Improvements Land Improvements Land Improvements Total  Depreciation
Philadelphia Airport

Hilton Philadelphia,

Pennsylvania ....... $ 2,100  $22,031 F44 $1,776 $ 2,144 323807 § 25951 % (1.304)
Hilton Wilmington

Riverside Wilmington,

North Caroling . .. ... 785 16,829 — 793 785 17,622 18,407 4,014)
Holiday Inn Brownstone

Raleigh, North

Caroltna ........... 815 7416 — 172 315 8,188 9.003 (1,363)
Hilton Savannah DeSoto

Savannah, Georgia . . . 600 13,562 — 516 600 14,078 14,678 (2,274)
Holiday Inn Laurel West

Laurel, Maryland .. .. 500 9,443 200 1,793 1,100 11,236 12,336 (684)
Crowne Plaza

Jacksonville

Jacksonville,

Florida ............ 7,090 14,604 47 1,704 7,137 16,308 23,445 (570)
Sheraton Louisville

Riverside

Jeffersonville,

Indiana ............ 782 6,891 — — 782 6,851 7,673 —

$13,072 390,776 3291 $7.354 513363 398,130  $111,493  §(10.211)
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AS OF DECEMBER 31, 2006
(in thousands)

Interest
Income
Delinquent Being Accrued During Year
Balance at Principat at  Foreclosed at  interest at Ended
December 31, December 31, December 31, December 31, December 31,
Description Prior Liens 2006 2006 200 2006 2006
Holiday [nn Williamsburg
Downtown Williamsburg,
Virginia . ................. 5— $4,430 5— $— 358 $170
— $4,430 5— $— $58 $170

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None,

Item 9A. Controls and Procedures

The Chief Executive Officer and Chief Financial Officer of MHI Hospitality Corporation have evaluated the
effectiveness of the disclosure controls and procedures (as defined in Rules 13a-15(¢) and 15d-15(¢) under the
Securities Exchange Act of 1934, as amended (the “Exchange Act”), as required by paragraph (b} of Rules
13a-15 and 15d-15 under the Exchange Act), and have concluded that as of the end of the period covered by this
report, MHI Hospitality Corporation’s disciosure controls and procedures were effective.

There was no change in MHI Hospitality Corporation’s internal control over financial reporting identified in
connection with the evaluation required by paragraph (d) of Rules 13a-15 and 15d-15 under the Exchange Act
during MHI Hospitality Corporation’s last fiscal quarter that materially affected, or is reasonably likely to
materially affect, MHI Hospitality Corporation’s internal control over financial reporting.

Item 9B. Other Information

None,
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The information required by Items 10-14 is incorporated by reference to our proxy statement for the 2007
annual meeting of stockholders (to be filed with the Securities and Exchange Commission not later than 120 days
after the end of the fiscal year covered by this report).

item 10. Directors, Executive Officers and Corporate Governance

The Company adopted a code of business conduct and ethics, including a conflicts of interest policy that
applies to its principal executive officer, principal financial officer, principal accounting officer or controller
performing similar functions. We intend to maintain the highest standards of ethical business practices and
compliance with all laws and regulations applicable to our business. A copy of the Company’s Code of Business
Conduct is posted on the Company’s external website at www.MHIHospitality.com. The company intends to
post to its website any amendments to or waivers of its code.

Information on our directors is incorporated by reference to our 2007 proxy statement.

Item 11. Executive Compensation

The information required by this item is incorporated by reference to our 2007 proxy statement.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters
(a) SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS

Information required by this item is incorporated herein by reference to the Section captioned “Voting
Securities and Principal Holders Thereof—Security Ownership of Certain Beneficial Owners” of the Proxy
Statement.

(b) SECURITY OWNERSHIP OF MANAGEMENT

Information required by this item is incorporated herein by reference to the sections captioned “Voting
Securities and Principal Holders Thereof—Security Ownership of Certain Beneficial Owners™ and “Proposal [—
Election of Directors™ of the Proxy Statement.

(c) CHANGES IN CONTROL

Management of the Company knows of no arrangements, including any pledge by any person of securities
of the Company, the operation of which may at a subsequent date result in a change in control of the registrant.

(d) SECURITIES AUTHORIZED FOR ISSUANCE UNDER EQUITY COMPENSATION PLANS

Set forth below is information as of December 31, 2006 with respect to compensation plans under which
equity securities of the Registrant are authorized for issuance.
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EQUITY COMPENSATION PLAN INFORMATION

(A}

NUMBER OF SECURITIES
TO BE ISSUED UPON
EXERCISE OF
OUTSTANDING OPTIONS,
WARRANTS AND RIGHTS

(B) ()
WEIGHTED-AVERAGE
EXERCISE PRICE OF
OUTSTANDING OPTIONS, NUMBER OF SECURITIES
WARRANTS REMAINING AVAILABLE
AND RIGHTS FOR FUTURE ISSUANCE

Equity compensation plans
approved by security holders:

2004 Long Term Incentive
Plan®

Equity compensation plans not
approved by security holders:

None

Total

N/A

338,000

N/A N/A

(1) We granted 4,000 shares (1,000 each) of restricted stock to our independent directors on December 21,

2004. The shares vested on December 21, 2005.

On June 1, 2006, we granted 4,000 shares (1,000 shares each) of restricted stock to our independent

directors that vested on December 31. 2006.

On June 16, 2006, the Nominating, Corporate Governance and Compensation Commtittee granted 4,000
shares of restricted stock to certain employees of the Company.

On January 16, 2007, we granted 6,000 shares (1,500 shares each) of restricted stock to our independent
directors. The shares will vest on December 31, 2007. On February 27, 2007, 1,500 shares of restricted
stock were forfeited due to the resignation of one of the directors.

On January 23, 2007, we issued 5,000 shares of restricted stock to Mr. Andrew Sims and 4,000 shares of
restricted stock to Mr. William Zaiser. On March 13, 2006, the Nominating, Corporate Governance and
Compensation Committee had granted these deferred awards, which vested on December 31, 2006. These
shares are included in the number of securities remaining available for future issuance at December 31,

2006 in the table above.

Item 13. Certain Relationship, Related Transactions and Director Independence

The information required by this item is incorporated by reference to our 2007 proxy slatement.

Item 14, Principal Accountant Fees and Services

The information required by this item is incorporated by reference to our 2007 proxy statement.
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Ttem 15. Exhibits and Financial Statement Schedules

1. Financial Statements

Included herein in Item 8.

2. Financial Statement Schedules

The following financial statement schedule is included herein in Item 8:

Schedule III—Real Estate and Accumulated Depreciation

All other schedules for which provision is made in Regulation S-X are either not required to be included
herein under the related instructions or are inapplicable or the related information is included in the footnotes to
the applicable financial staternent and, therefore, have been omitted.

The following exhibits are filed as part of this Form 10-K:

Exhibits

3.1
3.2
33
4.
10.1
10.2

10.3

10.4

10.5

10.6

10.7

10.8

10.9

10.10

10.11

Articles of Amendment and Restatement of MHI Hospitality Corporation.t?
Amended and Restated Bylaws of MHI Hospitality Corporation.@

Amended and Restated Agreement of Limited Partnership of MHI Hospitality, L.P.(%
Form of Common Stock Certificate.®

MHI Hospitality Corporation 2004 Omnibus Stock Incentive Plan.@*

Form of Executive Employment Agreement between MHI Hospitality Corporation and
Andrew M. Sims, (¥

Form of Executive Employment Agreement between MHI Hospitality Corporation and
William J. Zaiser.(*

Form of Strategic Alliance Agreement between MHI Hospitality Corporation, MHI Hospitality, L.P.
and MHI Hotels Services, LLC.(I}

Form of Master Management Agreement by and between MHI Hospitality TRS, LLC and
MHI Hotels Services, LLC.#

Contribution Agreement dated August 23, 2004 by and between the owners of Capitol Hotel
Associates L.P., L.L.P. and MHI Hospitality, L.P.®

Contribution Agreement dated August 23, 2004 by and between the owners of Savannah Hotel
Associates LL.C and MHI Hospitality, L.P.$9

Contribution Agreement dated August 23, 2004 by and between KDCA Partnership, MAVAS LLC,
and MHI Hospitality, L.P.®

Contribution Agreement dated September 8, 2004 by and between Elpizo Limited Partnership,
Phileo Land Corporation and MHI Hospitality, L.P.(

Asset Purchase Agreement dated August 19, 2004 by and between Accord LLC, West Laurel
Corporation and MHI Hotels Services, LLC.22

Form of Agreement to Assign and Sublease Common Space Lease and Form of Sublease by and
between MHI Hospitality L.P. and MHI Hotels, LL.C. @
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Exhibits
10.12

10.13
10.14

10.15

10.16

10.17

10.18

10.19
10.19A

10.19B

10.20

10.21

10.22

10.22A

10.228B

10.23

10.24

211
231
311

31.2

Form of Agreement to Assign and Sublease Commercial Space Lease and Form of Sublease by and
between MHI Hospitality L.P. and MHI Hotels Two, Inc.®

Form of Lease Agreement with MHI Hospitality TRS, LLC.(1}

Management Restructuring Agreement by and between MHI Hospitality TRS, LLC, MHI Hotels
Services, LLC and MHI Hospitality, L.P.©®

Form of Contribution Agreement by and between MHI Hotels Services, LLC, MHI Hotels, LLC and
MHI Hotels Two, Inc.t®

Loan Agreement dated as of July 22, 2006, by and between MHI Jacksonville LLC and Mercantile
Safe Deposit and Trust Company <7

Promissory Note dated as of July 22, 2006, made by MHI Jacksonville LLC to Mercantile Safe
Deposit and Trust Company.(™

Purchase, Sale and Contribution Agreement by and between BIT Holdings Seventeen, Inc,
MHI Hospitality, L.P., and MHI Hotels, LLC.®

Purchase Agreement by and between MCZ/Centrum Florida VI and MHI Hollywood LLC.®

Third Amendment to Purchase Agreement by and between MCZ/Centrum Florida XIX, LLC and
MHI Hollywood, LLC.0%

Fourth Amendment to Purchase Agreement by and between MCZ/Centrum Florida XX, LLC and
MHI Hollywood, LLC, dated September 1, 2006.(L®

Empleyment Agreement dated as of January 9, 2006, between MHI Hospitality Corporation and
David R. Folsom.t ¥

Credit Agreement dated as of May &, 2006, among MHI Hospitality Corporation, MHI Hospaitality,
L.P., MHI Hospitality TRS Holding, Inc. as Borrowers and the Initial Guarantors Listed Herein and
the Lenders Listed Herein: KeyBank National Association, as Syndication Agent, Regions Bank as
Co Documentation Agent, Manufacturers and Traders Trust Company as Co Documentation Agent
and Branch Banking and Trust Company.{12)

Purchase Agreement dated as of June 15, 2006, by and between Jay Ganesh, Inc., Hiren Patel, and
Capitol Hotel Associates, LP.(I3

First Amendment to the Purchase Agreement dated as of June 15, 2006, by and between Jay Ganesh,
Inc., Hiren Patel, and Capitol Hotel Associates, LP, dated as of July 25, 2006.0%

Second Amendment to the Purchase Agreement dated as of June 15, 2006, by and between
Jay Ganesh, Inc., Hiren Patel, and Capitol Hotel Associates, LP, dated as of August 4, 2006.419

Purchase Agreement dated July 6, 2006, between Riverfront Inn, LLC and MHI Hospitality
Corporation.(19

Strategic Alliance Agreement dated September 8. 2006 by and among MHI Hospitality, L.P.,
MHI Hospitality Corporation and Coakley & Williams Hotel Management Company.

List of Subsidiaries of MHI Hospitality Corporation.
Consent of PKF Witt Mares, PLC.

Certification of President and Chief Executive Officer pursuant to Exchange Act Rule 13(a)-14 and
15(d)-14, as adopted pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.

Certification of Chief Financial Officer pursuant to Exchange Act Rule 13(a)-14 and 15(d)-14, as
adopted, pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.




Exhibits
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(2)

(3)

(4)

&)

(6)

(7}
(8)

)

(10

(1)

(12)

(13)

(14)

Certification of President and Chief Executive Officer pursuant to 18 U.S.C. Section 1350 of the
Sarbanes-Oxley Act of 2002.

Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 1350 of the Sarbanes-Oxley
Act of 2002.

Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Pre-Effective Amendment No. | to its Registration Statement on Form $-11 filed with the Securities and
Exchange Commission on October 20, 2004. (333-118873)

Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Pre-Effective Amendment No. 5 to its Registration Statement on Form S-11 filed with the Securities and
Exchange Commission on December 13, 2004, (333-118873)

Incorporated by reference (o the corresponding exhibit previously filed as an exhibit to the Registrant’s
Pre-Effective Amendment No. 4 to its Registration Statement on Form $-11 filed with the Securities and
Exchange Commission on November 29, 2004. (333-118873)

Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Pre-Effective Amendment No. 2 to its Registration Statement on Form S-11 filed with the Securities and
Exchange Commission on November 2, 2004. (333-118873)

Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Pre-Effective Amendment No. 6 to its Registration Statement on Form S-11 filed with the Securities and
Exchange Commission on December 15, 2004. (333-118873)

Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Pre-Effective Amendment No. 3 to its Registration Statement on Form S-11 filed with the Securities and
Exchange Commission on November 15, 2004. (333-118873)

Incorporated by reference to the corresponding exhibit previcusly filed as an exhibit to Registrant’s
Current Report on Form 8-K filed with the Securities and Exchange Commission on July 28, 2005.
Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Quarterly Report on Form 10-Q for the quarterly period ended June 30, 2005, filed with the Securities and
Exchange Commission on August 11, 2005.

Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Quarterly Report on Form 10-Q for the quarterly period ended September 30, 20035, filed with the
Securities and Exchange Commission on November 10, 2005.

Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Form 8-K filed with the Securities and Exchange Commission on September 28, 2006.

Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Annual Report on Form 10-K for the fiscal year ended December 31, 2005, filed with the Securities and
Exchange Commission on March 23, 2006.

Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Quarterly Report on Form 10-Q) for the quarterly period ended March 31, 2006, filed with the Securities
and Exchange Commission on May 11, 2006,

Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Quarterly Report on Form 10-Q) for the quarterly period ended June 30, 2006, filed with the Securities and
Exchange Commission on August 8, 2006.

Incorporated by reference to the corresponding exhibit previously filed as an exhibit to the Registrant’s
Current Report on Form 8-K filed with the Securities and Exchange Commission on September 26, 2006.
Denotes management contract and/or compensatory plan/arrangement.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

MHI HosPITALITY CORPORATION

By: /! ANDREW M. Sims

Andrew M. Sims
President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated,

Signature ﬂ %
/s/ ANDREw M. S1MS President, Chief Executive Officer and March 22,2007
Andrew M. Sims Chairman of the Board of Directors
/s/ WILLIAM J. ZAISER Chief Financial Officer and Secretary March 22, 2007

William J. Zaiser

/s ANTHONY E. DOMALSKI Chief Accounting Officer March 22, 2007
Anthony E. Domalski

/s/ J. PauL CAREY Director March 22, 2007
J. Paul Carey

Is/  JAMES. P. OQ'HANLON Director March 22, 2007

James P. ’Hanton

/s!/  CHRISTOPHER L. S1Ms Director March 22, 2007
Christopher Sims
/si KM E. SIMs Director March 22, 2007
Kim Sims
Isi EDwaArD S. STEIN Director March 22, 2007

Edward Stein

/s/  ANTHONY C. ZINNI Director March 22, 2007
General Anthony C. Zinni
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CORPORATE PROFILE

BOARD OF DIRECTORS

Andew M, Sims
Prssident, CEO, Chairman of

Ceneral Anthony C. Zinai (L3MC
Re), Dhirecror
the Board

Christopher L. Sims, Diectat Eim 5 Siam. Director

OFFICERS

Andrew M, Sima.
President, CEO

William ). Zaiser.
Execurive Vice President, CFO

Andhoay E. Domalskd,
Vice Praident
Chief Accounting Officer

ulia F. Cannolly,
ice President
| ChicF Compliance (Reer

CORPORATE OFFICES

Cnrp()ralc ]Icav.ltluaru:rs
4801 Courthouse Strect
Suite 201

\Vi]]iamxl)urg, VA 23138

Relations Offices
6411 Ivy Lane
Suite 510

Finance & Investor

J. Paal €Carey, Direcror

James B2 (YHaalon, Direcror

I2avid R, Folsom,
Exeeutive Vice Presidene, COO

Independent Auditors
PKFWitt Mares

4801 Courthouse Street
Suite 200

T

Edward §. Scin, Direcror

EXECUTIVE STAFF

Scort M. Kuwinshi,
Development Analyst

Rhondz L. Smith,
Executive Assisrant

Nun D. Johason,
Dircurnt of Invastor Retarions

Phone: 757-229-56438
Fax: 757-564-8501

Greenbelt, MI) 20770
Phone: 301-220-5400
Fax; 301-474.0807

Williamsburg, VA 23188
Phone: 757-229-7180
Fax: 757-229-5452

Glossary

ADR: Average daily room rare.

FFO: Funds from Operations, Commenly reported measure of REIT operat-
illg pcrformancc Cqu:ll o net income, cxciuding gnins or losses from sales of
propercy. and adding back real estate depreciation.

Hospitality: The friendly reception and treatment of guests.

Hotel: An establishment that provides lodging and usually meals and other
scrvices for travelers and other paying guests. An inn of the better sort (1765),

Key: Hotel room.

Lodging REI'T: Company dedicated 1o investing in and owning hotel proper-
tics. [nvesting in a lodging REI'T such as MHI Hospitality Corporation is a
liquid, dividend-paying means of participating in the commercial real estate
market.

Rev’AR: Revenue per available room. Performance metric typically calculated
by multiplying hotel’s average daily room rate (ADR) by occupancy rate.

Upscale Hotel: Full service lodging with room rates in the highest 25%-30%
of all hotels within marker.

Upper Upscale Hotel: Branded or independent tull service praperty realiving
top 10%-15% room rates within local marker.
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HOSPIAUTY CORFOR g

z,

Corporate Headquarters
4801 Courthouse Street
Suite 201
Williamsburg, VA 23188
Phone: 757-229-5648
Fax: 757-564-8801

Finance & Investor Relations Offices
6411 Tvy Lane
Suite 510
Greenbelt, MD 20770
Phone: 301-220-5400
Fax: 301-474-0807

www.mhihospitality.com

A publicly traded company on the
Amcrican Stock: Exchange ("AMEX™)
under the symbol MIDH



